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Hart H. Spiegel of California, Chief Counsel for the Internal Reve- 
nue Service and Assistant General Counsel of the Treasury, is featured 
on our cover this month. Mr. Spiegel took office on September 21, 
1959. Prior to accepting appointment as chief counsel, he was a 
partner in the law firm of Brobeck, Phleger & Harrison, San Francisco, 
California, where he specialized in federal tax law. 


As Chief Counsel for the Internal Revenue Service, Mr. Spiegel 
serves as counsel and legal adviser to the Commissioner of Internal 
Revenue in maiters pertaining to the administration and enforcement of 
the internal revenue laws. He also exercises general supervision over 
the nine regional counsel who furnish legal advice to the Service's 


regional commissioners and to the district directors. 


Chief Counsel Spiegel was born in Safford, Arizona, on August 30, 
1918. He received his B. A. degree in mathematics from Yale University 
in 1940, where he was elected to Phi Beta Kappa and Sigma Xi. He 
received his LL.B. degree from the Yale University Law School in 1946. 
While attending law school, he served as comment editor for the Yale 
Law Journal. 


Mr. Spiegel is a member of the California bar. In 1953 he was 
president of the Conference of Barristers, State of California, and in 
1959 he served as chairman of the taxation committee, San Francisco 
Bar Association. 


He is also the author of ‘The 1954 Code,”’ printed in the California 
Bar Journal (1954), and ‘‘Deductibility of Lobbying, Initiative and Ref- 
erendum Expenses; A Problem for Congressional Consideration,"’ pub- 
lished in the March, 1957 University of California Law Review. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Gifts. In “From the Thoughtful Tax Man” this month, Joe S. 
Goddard, a CPA in Pasadena, California, discusses the timing of 
multiple gifts to one donee in one calendar year. His article begins 
at page 564. 


The importance of the trustee. Steven A. Winkelman, an attor- 
ney in Washington, D. C., is the author of the article entitled “The 
Trust and the Trustee” beginning at page 569. The powers of the 
trustee have been greatly expanded in recent years. The trustee’s 
administrative duties have increased and the trustee has been given 
more and more dispositive powers. The trustee plays a most im- 
portant part in carrying out the settlor’s or testator’s intent; in fact, 
the effective attainment of the trust’s tax objectives may depend to 
a great extent upon the selection of a proper trustee. Mr. Winkel- 
man’s article first discusses revocable trusts, short-term trusts, short- 
term charitable trusts, irrevocable trusts, funded irrevocable trusts, 
grandfather trusts and trusts for minors. The author then turns his 
attention to the estate tax consequences and trustee selection and 
beneficiary control. 


Foreign-situs trusts. The trust of foreign situs is taxed in this 
country as a nonresident alien individual. This gives it the advantage 
of receiving capital gains tax-free and, not overlooking exceptions, it 
is accorded the advantages of a 30 per cent tax rate on ordinary 
income. Now let’s look at a rather anomalous situation, The Senate 
Finance Committee, in order to discourage the creation of such foreign 
trusts, is urging amendment to Section 665. What it is doing is 
changing the throwback rule. But while the Senate Finance Com- 
mittee is attempting to curb the use of foreign trusts, it is focusing 
attention on the foreign trusts as a bona-fide family tax planning 
vehicle. This is the point which comes under the searching analysis 
of the article at page 585 in relation to foreign-situs trusts. The 
article is written by David Altman and Burton W. Kanter, both of 
whom are Chicago attorneys. 
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Operation bootstrap. High tax rates, like thundershowers, send 
taxpayers scurrying for shelter. The economic development of the 
Commonwealth of Puerto Rico has often pointed out the tax advan- 
tages of locating in, and doing business from, its tropical Caribbean 
shores. Puerto Rico is aiming at 2,500 factories and employment of 
300,000 workers by the year 1975. This, it is hoped by the Puerto 
Rican administration, will increase the per-capita income to $1,500 by 
1975. For many years the Puerto Rican economy has been dependent 
upon sugar, rum and needlework, but it hopes to entice about $800 
million in capital investment—capital investment in productive plants 
and equipment. While the island is not looking for the runaway 
plants which simply close shop on the mainland to take advantage of 
opportunities in Puerto Rico, it is looking for the kind of capital 
investment that will make a contribution to its industrial development. 


It is because of the attractiveness of this island possession of the 
United States that the attorneys who wrote the article appearing at 
page 593 made an intensive study of the advantages and disadvantages 
of investment in Puerto Rico. They advise caution. The authors feel 
that an investor’s checklist should be balanced to include the unfa- 
vorable as well as the favorable, Their article, which looks critically 
at the proffered tax advantages, makes the point that the Treasury 
is not likely to stand idly by and see United States tax dollars go 
somewhere else; and while the IRS may at the present time be a little 
insecure in its position regarding escaping tax dollars, it is neverthe- 
less fair to assume that the Service will put up a battle. Consequently, 
any United States interests planning to do business in Puerto Rico 
should be prepared to do battle, bear the expense thereof and have 
reasonable assurance of winning. 


The article is written by Norman A. Sugarman and James A. 
Scott. Both are attorneys with the firm of Baker, Hostetler & Patter- 
son, Cleveland, Ohio. 


A change in accounting period. Changes in accounting periods 
may be initiated by the taxpayer and also by the Commissioner, in 
spite of the basic provision that taxable income shall be computed 
under a method of accounting which clearly reflects the taxpayer's 
income. In the course of business events it sometimes becomes nec- 
essary or desirable to change the method and the period. The Com- 
missioner’s permission must be obtained and permission to make the 
change is usually granted only after agreement between the Com- 
missioner and the taxpayer as to the adjustments that must be made. 


This brings us to consideration of Section 481, which is discussed 
quite thoroughly by the author of the article beginning at page 607. 
This section first came into the law with the enactment of the 
1954 Code, and it was amended extensively by the Technical Amend- 
ments Act of 1958. These amendments aim themselves primarily at the 
voluntary change and provide for a spread forward over a ten-year 
period of the required adjustment. 


In This Issue 





This section should also be considered in connection with Sec- 
tions 1311-1315, for a somewhat indirect benefit is likely to accrue 
where these sections overlap. Sections 1311-1315 are concerned with 
the mitigation of hardship caused by operation of the statutes of lim- 
itation. The author points out these relationships. 


Philip Mullock is assistant professor of law, Mercer University, 
Macon, Georgia. 


Multistate taxation. The article beginning at page 628 steps 
off in an old direction from a new platform. It is a platform with one 
plank in it—that of due process. Floyd E. Britton takes the position 
that when the taxpayer is subject to the tax laws of a state because 
of decisions like Northwestern Portland Cement, he can be, and is in 
some states, taxed without representation. This article appeared in 
two installments in the April and May issues of the American Bar 
Association Journal; it is reprinted in one article here because of its 
timeliness and its novel approach to the tax questions which plague 
counsel when a business must sell its product across state lines. 


The author is an attorney with the firm of Hubachek & Kelly, 
Chicago, Illinois. 


Joe S. Goddard, a Pasadena, California CPA, discusses 
the advantages accruing to a donee who receives gifts of cash and 
property when the donor times the gifts taxwise. 


O THE BEST OF MY KNOWLEDGE no discussion has 
appeared in your magazine since the passage of the Technical 
Amendments Act of 1958 in reference to the timing of multiple 
gifts to one donee (or multiple gifts to each of more than one 
donee) in one calendar year, some in cash and some in other 
property. I therefore submit the following brief discussion: 


In reference to the making of gifts, all tax practitioners 
are well aware of the increase in basis which may accrue to 
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the donee under Code Section 1015(d)(1). However, the ad- 
vantages accruing to a donee upon a donor’s making a correct 
choice in the time of two gifts within a calendar year—one in 
cash and the other in other property—are perhaps not so 
readily apparent. 


To illustrate, assume the following uncomplicated situa- 
tion: 

A widowed father (widowed here to eliminate any ques- 
tion of gift-splitting between spouses) wishes to make two 
separate gifts to his son within the calendar year. One gift 
is to be $3,000 in cash and one is to be a gift of stock having 
a cost basis to the father considerably less than its present 
$3,000 fair market value. The only problem is the question 
of which gift to make first. 


The tax consequences here lie in the application of the 
annual exclusion in the situation wherein two gifts are made 
within a calendar year by a donor to one donee. The com- 
mittee reports on the Technical Amendments Act of 1958 
(P. L. 85-866) reveal information pertinent to the point at 
hand. After a discussion of the allocation of gift tax among 
several gifts, they state as follows: 


“Under such method where more than one gift of a present 
interest in property is made to the same donee during a cal- 
endar year, the annual exclusion applies to the first of such 
transfers made in point of time.” 


In the light of the above, it is obvious that if the cash 
gift is made first, it will be offset by the annual exclusion in 
the application of the gift tax. The full amount of gift tax 
paid may therefore be added to the father’s basis to establish 
the son’s cost basis, with the realization, of course, that the 
son’s basis may not be increased above the current fair market 
value of the stock. On the other hand, should the father make 
the gift of stock first, it would be offset by the annual exclu- 
sion; the gift tax then would be applicable to the cash given, 
and all benefit of the gift tax would be lost to the son. 


In summing up, therefore, a donor considering making 
separate gifts to one donee within one calendar year—some 
to be in cash and some in other property—well may be advised 
to make the cash gifts first, to secure a possible future tax 
benefit for the donee. The higher the donor’s gift tax bracket, 
naturally, the greater the future tax benefit to the donee. 





TAX-WISE NEWS 


Irs A CRIME to claim your own children 
as dependents if you do not actually support them and are willfully 
trying to evade taxes. This is the pronouncement of the Eighth Cir- 
cuit Court of Appeals. Six years’ imprisonment—rare in such a case— 


was upheld. Janko v. U. S., CA-8, 60-2 ustc J 9580. 


F arrx in the precedent value of Tax Court 
decisions is shaken by these two illustrations : 


(1) In 1951, the court pronounced that “the law does not recog- 
nize losses due to vandalism.” (Edward W. Banigan, CCH Dec. 
18,379(M), 10 TCM 561.) Recently, however, losses due to vandalism 
were permitted where three elements of casualty were present-—out- 
side force, suddenness and destructiveness. (Burrell E. Davis, CCH 
Dec. 24,246, 34 TC —, No. 58.) The casualty theory was nothing new 
in the second case. It had been argued and rejected in Banigan. 

(2) Meals and lodging may be allowable deductions as a part of 
medical expense, under the 1954 Code, because the time-honored tests 
of allowability of such expenses are the same under the 1954 Code as 
under the 1939 Code. (Robert M. Bilder, CCH Dec. 23,813, 33 TC —, 
No. 17 (October, 1959).) In June, 1960, however, the Tax Court said 
that “a 1954 legislative change narrowed the scope of the medical 
deduction so as to preclude deduction of amounts expended for meals 
and lodging.” (Max Carasso, CCH Dec. 24,258, 34 TC —, No. 65.) 


Dep.etion computed on gross income 
from many finished products—nice while it lasted—has been laid to 
rest. The Supreme Court and Congress supplied one-two death-deal- 
ing blows. First the High Court said that a miner-manufacturer of 
clay products from fire clay and shale had to compute its percentage _ 
depletion allowance on the basis of the value of the raw fire clay and 
shale, after application of the ordinary treatment processes applied by 
ordinary (or “‘nonintegrated’’) miners who did no manufacturing. 


August, 1960 © TAXES—The Tax Magazine 





Then, three days later, the Tax Rate Extension Act of 1960 was en- 
acted, carrying an amendment to Code Section 613 which redefined 
“gross income from mining” and, in practical effect, outlawed the 
computation of percentage depletion on finished products.—U. S. v. 
Cannelton Sewer Pipe Company, 60-2 ustc § 9553. 


THE COMMISSIONER recently hurled a 
shutout in the Supreme Court on depreciation issues raised by three 
automobile rental agencies. First, it was ruled that the term “useful 
life’ means the period of usefulness to the taxpayer claiming depre- 
ciation, not “economic” life. Then—and this was the clincher—the 
High Court affirmed that the amount to be recovered by means of 
depreciation is cost minus salvage value. 


Salvage value, in turn, is not mere scrap value but includes reason- 
ably estimated resale or used-hand value. Therefore, the failure to 
take into account a known salvage value would result in an under- 
statement of income after the asset is sold. 


The difference between the auto agencies’ position and the Com- 
missioner’s is well demonstrated in the following example: 


A taxpayer pays $1,650 for an automobile having an economic 
life of four years. He computes depreciation, by the straight-line 
method, on the basis of a four-year life and no estimated salvage value. 
He sells the car, after 15 months, for $1,380. 


Taxpayer's Computations 
Cost $1,650 
Depreciation: 
1 year $412 
3 months 103 


Adjusted basis 


$1,380 
1,135 


Resale price 


Commissioner's Computations 
$1,650 
1,325 


Cost 
Less salvage 


Depreciable cost 
Depreciation allowable 


Resale price 
Adjusted basis: 


Minus adjusted basis J 
Cost 
Depreciation 


Sec. 1231 long-term capital gain $ 245 


Sec. 1231 gain 


The differences in deductions against ordinary income—$515 as 
against $325 at 52 per cent—and in the amount of gain, which would 
be taxed at a maximum of 25 per cent—$245 as against $55—are appre- 
ciable, indeed. 


On other issues, in the depreciation cases, the Supreme Court 
further ruled that the declining-balance method of depreciation was 
not available to the auto agencies in cases where assets were found to 
have less than three years’ useful life to the taxpayer; that under the 
declining-balance method, an asset may not be depreciated below its 
salvage value (as defined above) ; and that the 1954 Code depreciation 
regulations defining useful life and salvage value may be retroactively 
applied, since they present no new concepts of depreciation law.— 
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Massey Motors, Inc. v. U. S. and Commissioner v. Evans, 60-2 ustc 
{ 9554, and Hertz Corporation v. U. S., 60-2 ustc J 9555. 


w 

CONTRACTORS, builders, realtors, settle- 
ment developers and others continue to claim capital gain treatment 
for transactions which they argue are out of the ordinary and are en- 
titled to special tax treatment. This, alas, is rugged competition with 
the line of cases which steadily back up the Commissioner. 

Witness the case of the builder who thought his “package” deal 
was special. He selected a building site, bought it with his own 
money, and assisted in design and lease negotiations. He even made 
the necessary financial arrangements for a buyer to purchase, and 
then delivered a “package” to his client. “This was an investment,” 
the builder claimed; “I handle only a few of these deals in a lifetime.” 
“This was a sale in the ordinary course of your business; you held the 
property for sale,’ said the Tax Court. The income from the sale 
was therefore ordinary income. And the Tax Court was affirmed.— 
Heebner v. Commissioner, 60-2 ustc J 9548 (CA-3). 

Or put yourself in the position of the contractor who obtained 
property for a doctor, intending, perhaps, to build a special type of 
medical building. The original plans did not materialize, so he did 
not list the property in the usual way, figuring, perchance, he could 
make a dollar out of the investment. Again, the ultimate sale of this 
property brought ordinary income.—James E. Kesicki, CCH Dec. 24,264, 
34 TC —, No. 70. 


THe SUPREME COURT'S Flora rule 
holds that the full payment of a deficiency is a prerequisite to the 
maintaining of a suit for refund. There was obiter dictum in the Flora 
opinion, however, to the effect that the full-payment rule is not ap- 
plicable to an assessment for so-called “divisible taxes.” Withholding 
and employment taxes are “divisible taxes” for the obvious reason 
that they apply to a number of employees on a payroll. 


In view of all this, and the fact that the Eighth Circuit Court of 
Appeals was one of the courts whose decisions were overturned by 
the Supreme Court, in Flora, the Eighth Circuit recently did not 
hesitate to use the footnoted dictum of the Flora case as authority for 
its decision that a refund suit could be maintained where the employers 
first paid penalties allocable to just a single employee’s taxes. The 
government even stipulated this was a proper practice !—Steele v. U. S., 
60-2 ustc § 9573. 


I F YOU ARE in the real estate business and 
buy a house you are offering for sale, the commission on the sale is 
income. The Fifth Circuit Court of Appeals said it is, just as that 
court said, in Commissioner v. Minzer, 60-2 ustc § 9493, that the com- 
mission on an insurance salesman’s sale of insurance to himself is 


taxable income, rather than a mere price reduction.—Commissioner v. 
Daehler, 60-2 ustc § 9565. 
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The Trust and the Trustee 


By STEVEN A. WINKELMAN 


This article sets out guiding principles covering tax consequences 
of trusts and trustee selection. It deals for the most part 

with inter vivos trusts, but many of the solutions to tax problems 
and problems of trustee selection which are offered are similar 
to those in connection with testamentary trusts. 


‘ 


IDESPREAD USE is being made of the trust as a means of 

tax saving. The idea of a reasonably wealthy taxpayer shifting 
his tax burden to a trust or beneficiary in lower tax brackets is appeal- 
ing. The effective attainment of the trust tax objectives may to a 
great extent depend upon proper trustee selection. 

The role of the trustee differs, depending upon the type of trust 
created, but generally the powers of trustees have greatly expanded 
in recent years. Not only have the administrative duties conferred 
upon trustees greatly increased, but the trustee has been given more 
and more dispositive powers. Trustees under various trust agreements 
have the rights to pay over or apply principal as well as income, to 
continue or terminate the trust, and to select the methods of payments 
to or for minors.’ There are almost no limits, other than the appropri- 
ate state law, to the administrative functions that the trustee is desig- 
nated to perform under a trust instrument. The trustee thus plays a 
most important part in the carrying-out of the settlor’s or testator’s 
intent under.the trust. There are, therefore, considerations other than 
tax ramifications which are of importance in trustee selection. There 
is also no getting away from the fact that tax consequences are of 
paramount importance. 


Revocable Trusts 
An inter vivos trust in which the settlor retains the right of 
revocation exercisable within a ten-year period from its inception is 





1 Gilbert T. Stephenson, “Expanding Powers of Trustees,” 26 Fordham Law 
Review 50. 
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The author is an attorney, Washington, D. C. 


created for other than tax purposes. 
The income from it will be taxed to 
the grantor; the corpus included in it 
will be taxable in the settlor’s estate. 
If the trust is truly revocable in na- 
ture, gift tax should be avoided upon 
its creation. The choice of trustee 
under this form of trust will thus be 
based upon other than tax conse- 
quences. This does not mean or im- 
ply that the revocable trust is of no 
value to the estate planner and should 
not be utilized. Under certain circum- 
stances it is a most useful family 
planning tool.” 


The revocable trust allows for the 
future disposition of property on a 
tentative always subject to 
change as future circumstances may 
dictate. It would be particularly ap- 
plicable for a very wealthy widow 
with little prior business experience. 
It is effectively used as a trust capable 
of receiving estate assets, but in this 
connection the local law as to pour- 
overs must be carefully examined. A 
carefully selected trustee will possess 
the required business acumen to aid 
the settlor in the proper financial man- 
agement of his or her property. Any 
disposition of property under the trust 
remains secret. Probate expenses are 


basis 





*C. W. Randall, “Advantageous Uses of 
Revocable Trusts Despite Absence of Tax 
Advantages,” Proceedings of New York Uni- 
versity Fourteenth Annual Institute on Fed- 
eral Taxation (1956), p. 349. 

* William G. Boone, “Usefulness of Trusts 
Under Present Tax Laws,” 8 Arkansas Law 
Review 331. 
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saved.* Other advantages inherent in 
the revocable trust are continuity, 
stability, and choice of law. It is ideal 
for a grantor who desires to retain 
control of his property yet get quali- 
fied assistance in its management. 

The very nature of the reasons for 
the creation of the revocable trust 
would make it most advisable, if not 
imperative, to select a corporate trus- 
tee to carry out the grantor’s wishes. 
The grantor conceivably could be a 
cotrustee but, since he has so great a 
degree of control under the trust in- 
strument, this would seem to be an 
unnecessary step. The grantor could 
not avoid the tax consequences of the 
revocable trust by asserting that his 
power to revoke was manifested in 
himself only as a trustee nor could he 
successfully, from a tax standpoint, 
impose the revocation authority on an 
independent trustee.® As will be sig- 
nificantly emphasized in the discus- 
sion of the so-called “ten-year trust” 
or “Clifford trust,” the power to re- 
voke will result in taxability to the 
grantor unless exercised in conjunc- 
tion with an adverse party. The de- 
termination of whether, or under what 
circumstances, a trustee can be an 

“F. D. Frost, “Use of Revocable Trusts 
in Estate and Tax Planning,” Proceedings 
of University of Southern California Tax 
Institute (1957), p. 445. 

°M. Barnard, “Latest Word on Revocable 


Inter Vivos Trusts,” Illinois Bar Journal, 
April, 1955, p. 638 


TAXES —The Tax Magazine 





adverse party will have a significant 
bearing upon trustee selection and tax 
consequences in the discussion of 
short-term irrevocable trusts which 
follows. 


Short-Term Trusts 

The primary motive of a grantor 
creating a revocable trust is to retain 
control. The primary concern of a 
grantor establishing a short-term trust 
is to completely divest himself of con- 
trol for at least a ten-year period, 

The short-term trust, if used prop- 
erly, can accomplish substantial tax 


savings.® A most important consider- . 


ation in achieving the desired favorable 
tax consequences is trustee selection. 

The short-term trust is an out- 
growth from the Clifford case’ and 
Clifford regulations which followed. 
The Supreme Court, in the Clifford 
case, established limitations deemed 
necessary to restrict the reduction of 
income taxes resulting from the split- 
ting of income inherent in the short- 
term trust. These restrictions were 
later embodied in a series of regula- 
tions known as the “Clifford regula- 
tions.” These did not clarify sufficiently 
the circumstances under which the 
grantor of a short-term trust was sub- 
ject to taxability. As a result, Sec- 
tions 671-677 of the 1954 Internal 
Revenue Code were adopted. These 
sections are an attempt to provide 
some degree of certainty as regards 
the tax consequences to a grantor who 
creates a short-term trust. 


If the mandates of Code Sections 
671 to 678 are strictly adhered to, the 
short-term trust is a most advan- 
tageous tax saver. A high-tax-bracket 
grantor can shift his income tax bur- 





*H. Yohlin, “The Short Term Trust—A 
Respectable Tax Saving Device,” Tax Law 
Review, November, 1958. 

*Helvering v. Clifford, 40-1 ustc ¥ 9265, 
309 U. S. 331. 
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den to a lower-bracket trust or bene- 
ficiary for a period of ten years or 
more and still recover the corpus and 
income transferred into trust after the 
expiration of the period specified in 
the trust instrument.* The complete 
divesting of control for life necessary 
under an irrevocable trust is not re- 
quired. The short-term trust is a 
most desirable method for a wealthy 
grantor shifting his tax burden during 
his most productive years and yet re- 
serving income for his retirement years. 

The short-term trust will not result 
in estate tax saving. The corpus from 
it will be taxed in the estate of the 
grantor if he should die during the 
term of the trust. The basis of taxa- 
tion will be the reversionary interest, 
discounted for the remaining term of 
the trust, which the grantor possesses 
at his death. The transfer into trust 
would incur gift tax on the right of 
the beneficiary to receive the income 
based upon the valuation of the term 
interest from Treasury valuation 
tables. The lifetime exemption would 
be available, but no advantage could 
be taken of the annual exclusion if the 
income from the trust was to be ac- 
cumulated, since the gift would be one 
of a future interest. 

The short-term trust, especially in 
combination with charitable contribu- 
tions, has been regarded by many as a 
tax-saving panacea.® It can be such 
only if meticulously drafted and care- 
fully administered. Not only must 
the trust instrument itself prohibit the 
grantor from exercising any forbidden 
powers, but also the trustee must be 
sufficiently strong-willed to prevent 
the grantor from acting in derogation 
of the trust agreement during its 
existence. 





Estate 


*Institute of Business Practice, 
Plans, “Short Term Trusts,” Sec. 16,924.2, 
p. 17061. 

*Bernard Tomson and Herman Jaffe, 
“The Short-Term Trust and Charitable 
Contributions,” 35 Taxes 350 (May, 1957). 
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The selection of a trustee or trustees 
in a short-term trust is closely related 
to an understanding of the sections 
contained in Subchapter E of the 1954 
Code. It first must be emphasized 
that a grantor can retain a certain de- 
gree of control and still not be in 
violation of the Code. Only if a 
grantor does that which is prohibited 
in Subchapter E will he be subject 
to tax. For example, a grantor under 
a short-term trust could apply income 
or corpus exercisable only by will; al- 
locate corpus or income among chari- 
table beneficiaries; distribute corpus 
among beneficiaries provided he is 
limited by a reasonably definite stand- 
ard; withhold income during the 
minority or legal disability of a bene- 
ficiary provided the accumulated in- 
come is ultimately payable to the 
beneficiary or his estate; and allocate 
receipts between corpus and income *° 
without suffering adverse tax conse- 
quences. The aforementioned powers 
are not insignificant; they are of great 
importance. Significantly, the grantor 


can exercise them in his capacity as 
grantor; it is not necessary that he 
appoint himself as trustee to insure 
the retention of his basic rights of 
control, 


It is to be noted that in considering 
what a grantor can do under a short- 
term trust, the crux of what Congress 
attempted to avoid becomes manifest. 
In each of the enumerated rights re- 
tained by the grantor, he could under 
no circumstances in and of himself in 
effect become the beneficial owner of 
the trust entity. It is this degree of 
ownership and control in a grantor 
that the Code is attempting to pre- 
vent. This is the reason that, under 
Subchapter E, the terms “adverse 





* Institute of Business Practice, work cited 
at footnote 8, Sec. 25,604, p. 25508. 

"G. Craven, “Practical Uses and Prob- 
lems of Short Term Trusts,” Proceedings of 
New York University Sixteenth Annual In- 
stitute on Federal Taxation (1958). 
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party” and “related or subordinate 
party” are of such importance. It 
also explains the meaning of the term 
“solely exercisable by himself” as 
used in Section 678 of the Code, deal- 
ing with the taxability of nongrantors."! 


The Code in Subchapter E provides 
that the grantor cannot do certain 
things during the term of the trust 
which would in effect make him the 
trust owner. Basically, he is not per- 
mitted to retain a reversionary inter- 
est in the income or corpus, or a 
portion thereof, of over 5 per cent 
which may reasonably be expected to 
take effect in possession or enjoyment 
during the term of the trust; he can- 
not control the beneficial enjoyment 
of corpus or income of the trust in a 
manner prohibited by the Code; he 
cannot retain certain designated ad- 
ministrative powers; he cannot revest 
the corpus in himself during the term 
of the trust; and, finally, he cannot 
have a power in himself to revoke the 
trust.** Again, significantly, he is pre- 
vented from performing these pro- 
hibited acts in either nonfiduciary or 
fiduciary capacity. He is permitted 
to exercise certain of these same pro- 
hibited acts provided he acts in con- 
junction with an adverse party or if 
not more than half of the trustees are 
subservient to the settlor. 


Thus, trustee selection under a 
short-term trust is closely associated 
with the precise meaning and applied 
usage of the terms “adverse” and “re- 
lated or subordinate” party. A trustee, 
merely because of his appointment in 
the trust instrument, is not an adverse 
party.*® The trustee’s interest in the 
trust property must be in and of itself 
beneficial; it cannot merely be sub- 
servient to that possessed by the 


* 1954 Code Secs. 673-677. 


* David P. Wood, “Some Tax Aspects of 
Trust Drafting,” 37 Chicago Bar Record 109. 
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TEST YOUR TAX KNOW-HOW ... 


Joe Williams won $1,000 in an 
illegal poker game, but included 
none of this money in his 

gross income since his gambling 
losses during the year 

exceeded $1,000. Was he right? 
(See page 575.) 


grantor. Any related person or con- 
trolled corporation is held to be sub- 
ordinated to the interests of the 
grantor unless strong evidence is pre- 
sented to the contrary, <A _ typical 
family situation will illustrate the tax 
pitfalls that an unwary grantor will 
encounter in a short-term trust be- 
cause of unwise trustee selection.* A 
wealthy industrialist is anxious to 
help out his unsuccessful brother. 
Secondarily and—certainly as far as 
the world is concerned—not prima- 
rily, he is anxious to save some tax 
money himself. He has heard that 


the short-term or ten-year trust is a 
foolproof method of saving taxes. He 
does some reading on the subject and 


doesn’t, from his vast business knowl- 
edge, consider it a very difficult in- 
strument to draft. He thus calls in 
his house counsel, and tells him how 
to draw the trust agreement. Our 
wealthy industrialist logically reasons 
that he had better not appoint himself 
trustee if he wants tax benefits. He 
figures that since the trust is for the 
benefit of his brother’s family, his 
brother naturally should be trustee. 
He reasons that since he himself is 
now out of the picture, there is no 
need to spend any money to employ 
the services of a corporate trustee. 
He further reasons that no one is 
more suited to know the needs of his 
brother’s family than his beloved 
brother. The obedient house counsel 
obeys his superior’s wishes and a year 
later at tax return time finds himself 


“A. James Casner, “The Internal Reve- 
nue Code of 1954: Estate Planning,” 68 
Harvard Law Review 222 (1954). 
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fired. The brother has been held to 
be a subservient party to the grantor 
and the wealthy industrialist has been 
taxed on the income from the trust. 
The decision was simple: Since more 
than half the trustees were subservient 
to the grantor, it was held that the 
wealthy industrialist in effect had the 
right to control the beneficial enjoy- 
ment of the income of the trust. This 
would be true even though distribu- 
tions could be made only to his 
brother’s family. 


Ironically, the result in the above 
example would have been contrary 
under the Clifford regulations. Under 
those regulations the power to dis- 
tribute income would have had to 
have been exercised in a manner 
which benefited the grantor’s family 
even if the trustee was a subordinate 
party. 

Thus, the primary consideration as 
regards the tax consequences to a 
grantor establishing a short-term trust 
is to make certain that not more than 
half of the trustees appointed could 
conceivably be held to be his alter 
ego. If the grantor is compelled for 
sound reasons to appoint a relative, he 
must likewise, in conjunction with the 
relative, name a completely disinter- 
ested trustee who can qualify as an 
adverse party. The determination as 
to whether a contemplated trustee will 
be held to be an adverse party is 
sometimes not a simple matter. Whether 
a lawyer who is on a retainer would 
be held to be an adverse party is a 
very close question. The same would 
be true of an accountant who is com- 
pletely familiar with his client’s finan- 
cial situation. This writer sees great 
danger in even appointing the family 
lawyer or accountant as sole trustee 
or as cotrustee with a relative or other 
admittedly subordinate party. The 
temptation to select one’s professional 





adviser to handle one’s affairs in the 
role of trustee is great; he can be 
trusted and should be both capable 
and fair. The risk involved may have 
too far-reaching effects for one to 
take the gamble that it could be 
shown in fact that there was no sub- 
ordination of interest. 


In actuality the grantor operates 
under more favorable circumstances 
as regards the selection of trustees 
and the resulting tax consequences in 
the creation of a short-term trust than 
under most other forms of trust in- 
struments. For example, the grantor’s 
spouse could be appointed trustee in 
co-ordination with the appointment of 
a disinterested trustee and there would 
be no unfavorable tax ramifications to 
the grantor. The grantor should not 
appoint himself either solely or jointly 
as a trustee. In the first place, as 
previously discussed, he can exercise 
a certain degree of authority in a non- 
fiduciary capacity. Further, he may 
achieve his desired aims by appoint- 
ing a relative—including his 
wife—as cotrustee. The selection of 
a dependent relative as trustee, though, 
creates certain additional problems in 
the realm of the taxation of nongrantors 
if the trustee. possesses a beneficial 
interest in the trust estate. Then he 
may be treated as the owner of the 
trust property and be taxable on all 
the trust income.’® 


close 


The problems arising under Section 
678, particularly as concerns the obli- 
gation to support and tax consequences 
arising from it, are most controver- 
The advisory group on Sub- 
chapter J in its proposed report has 
perceived some of the inconsistencies 
apparent under Section 678 and has 
recommended the deletion of this sec- 
tion and its replacement by proposed 
Section 664.1" 


sial.?® 





* Wood, work cited at footnote 13. 

* Sydney C. Winton, “Tax Dangers for 
Non-Grantors of Trusts for Support of 
Dependents,” 94 Trusts and Estates 196. 
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Under present Section 678(a) any 
person other than the grantor who 
has power solely exercisable by him- 
self to vest the corpus or income from 
the trust or any portion of it in him- 
self will be taxable on the whole or on 
part of it whether he in fact exercises 
his power or not. A trustee would 
be a person other than the grantor, 
and it would appear that to incur tax- 
ability the trustee would have to have 
a power solely exercisable by himself 
and the appointment of an independent 
cotrustee would again be the solution 
to the problem. Then, though, comes 
a dilemma, Section 678(c) states 
generally that 678(a) shall not apply 
to a power which enables a person in 
the capacity of trustee or cotrustee to 
use the income of a trust for the sup- 
port of one whom the nongrantor is 
obligated to support except to the 
extent the income is so used. This 
seems to impose an additional mean- 
ing to the words “solely by himself” 
in Section 678(a). The literal inter- 
pretation of Section 678(c) would 
mean that a cotrustee relative could 
be taxed on the income of a trust for 
the support of his dependent.even if 
he acted in conjunction with’ an inde- 
pendent cotrustee.** Mr. Casner and 
his advisory group have recognized 
this undesirable result and have in- 
serted the word “alone” in the obliga- 
tions-of-support subheading under 
proposed Section 664. 


The area of the taxability of non- 
grantors has not been crystalized. 
The dominion and control aspects 
which govern the taxability of grantors 
form the theory of their taxability. 
The grantor actually would be in a 
better position if he were an express 
trustee of a support trust than if he 
incurred taxability in his capacity of 
grantor. As trustee under Section 


* H. Rept. 3041, Final Report of Advisory 
Group on Subchapter J, Ch. 1. 
* Winton, work cited at footnote 16. 
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ANSWER TO THE QUESTION 

ON PAGE 573... 

No. The winnings should have been 
included in gross income. If he 
itemized his deductions, 

he could claim a deduction 

for the losses to the extent 

of the winnings. 


678(c), his taxability would be limited 
to monies actually expended for sup- 
port; his grantor liability would en- 
compass the entire trust income,based 
upon his dominion and control over it. 


In the illustrative example previously 
discussed in this paper, the wealthy 
industrialist, even if he could conceiv- 
ably escape dire tax consequences to 
himself, would unwittingly impose 
taxability on his poor unsuspecting 
brother by appointing him as trustee 
in a trust created for the support of 
his brother’s children. The taxability 
of the grantor under Sections 671-677 
would prevent further taxability to 
the nongrantor. The tax consequences 
must be given careful consideration 
in trustee selection. A wealthy person 
who wishes to help support his son’s 
children would naturally wish his son 
to be the trustee in such an arrange- 
ment. The unfortunate result would 
be taxability to the son. 

The words “vest the corpus or the in- 
come therefrom in himself” used in Sec- 
tion 678(a), it would seem, have been 
extended under Section 678(c), to the 
vesting of income or corpus in sup- 
port of a legal dependent at least 
insofar as the income or corpus is 
so applied. There is certainly conflict 
as to whether the appointment of a 
disinterested cotrustee which seemed 
to solve many of the grantor’s prob- 
lems will prevent nongrantor taxa- 
bility. If the term “solély by himself”’ 

“Institute of Business Practice, work 
cited at footnote 8, “Support Trust,” Sec. 
25604, p. 25514. 

” Craven, work cited at footnote 11. 
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literally means what it says, the non- 
grantor is on safe grounds. Section 
678(c) as presently written creates 
enough doubt about the taxability of 
cotrustee nongrantors that I would 
presently recommend that especially 
in support trusts an independent cor- 
porate trustee be solely selected. The 
corporate trustee should directly apply 
the income to be used for support 
without the nongrantor’s intervention. 
I feel strongly that the courts would 
construe a joint trustee arrangement 
where the income was used to support 
the beneficiaries of both trustees as a 
scheme for tax avoidance and, even 
though confronted with the words 
“solely by himself,’ would impose 
tax on both beneficiaries. 

In summary there can be no argu- 
ment that the short-term trust is a 
most valuable family and estate plan- 
ning tool. Its are many, and 
could include the increasing of spend- 
able income; the building of a retire- 
ment fund; the creation of an education 
fund for children; and the setting up 
of insurance plan, the insuring of 
a wife's the 
creation of a short-term trust to finance 
insurance, payable to the children, on 
the wife’s life.*° 


uses 


marital deduction by 


The tax advantages 
of the short-term trust are most at- 
tractive.” Proper trustee selection is 
most important in the attainment of 
these desired tax goals. A disinterested 
corporate trustee acting singly would 
be most desirable but, except under 
a support trust, cotrustees can be 
utilized to advantage provided one is 
a disinterested corporate trustee. One 
important consideration not previously 
emphasized is that a relative can be 
an adverse party under certain trust 
arrangements. A general power of 
appointment would give a relative a 

““Short Term Trusts—An Attractive 


New Device for Family Income Splitting,” 
Journal of Taxation, January, 1951, p. 57. 





substantial beneficial interest in the 
trust and he would be an adverse 
party. The nonsubordinate relative 
would in many instances be subjected 
to tax as a nongrantor under Section 
678. This aspect will be brought out 
further in the discussion of insurance 
trusts and especially as relates to the 
grandfather insurance trust. If the 
use of dividends for insurance pre- 
miums on a father’s life were condi- 
tioned upon the son’s demanding that 
the income be paid to him, the son 
would be an adverse party.*? Even if 
a relative is not adverse, the utiliza- 
tion of that relative as a cotrustee 
may have many practical advantages 
without detracting from tax benefits. 
The grantor must relinquish control 
of the property placed in trust for at 
least ten years; it is reassuring to him 
to be able to appoint a close relative, 
including his spouse, as cotrustee. 

A corporate trustee acting alone is 
ideal. Practical considerations may 
dictate a cotrusteeship which, if due 
consideration is given to proper drafts- 
manship, should not impose undesired 
tax burdens. 


Short-Term Charitable Trusts 


Under the present law, if a person 


places income-producing assets in 
trust irrevocably for a two-year period, 
and that income is payable to a chari- 
table organization, the grantor not 
only can exclude the trust income 
from his taxable income as under an 
ordinary short-term trust, but he also 
will get a charitable deduction if the 
value of the reversionary interest 
does not exceed 5 per cent of the 
value of the property transferred to 
the trust.2* if a remainder rather than 
a reversion is created, there is no 





*Institute of Business Practice, work 
cited at footnote 8. “Tax Savings Through 
Grandfather Insurance Trusts, Sec. 16929, 
p. 17974. 


576 


August, 1960 @ 


. if we would guide by the ligh: c* 
reason, we must let our 
minds be bold.—Mr. Justice Brandeis. 


limitation on the obtaining of the ex- 
clusion and charitable deduction. The 
Mills bill attempts to prevent this 
double tax benefit by treating remain- 
ders to the grantor’s spouse, ancestors, 
lineal descendants and controlled cor- 
poration as if they were reversions. 
There would be no gift tax on the 
transfer to the charitable trust pro- 
vided the grantor retains a reversion- 
ary interest. The creation of a re- 
mainder interest in the grantor’s spouse 
would create a gift to the spouse, but 
advantage could be taken of the gift 
tax lifetime exemption, annual ex- 
clusion, gift-splitting and the gift tax 
marital deduction.** 

Considering the most favorable tax 
situation under a charitable trust, it 
would probably be wise to take no 
chances and appoint a corporate trus- 
tee to administer the trust. Due to 
the intent of the grantor and the 
nature of the trust, there would be 
little need for the grantor to retain 
any degree of control. The complete 
divestment of control is anticipated ; 
there is no reason to take any chances 
taxwise in the selection of a trustee. 


Irrevocable Trusts 


The short-term trust is created pri- 
marily to achieve income tax savings; 
it is not a method of taking property 
out of a taxable estate. A grantor 
who is desirous of permanently di- 
vesting himself of property and who 
is financially in a position to do so 
should give serious consideration to 
the estate tax advantages inherent in 
the irrevocable trust. 


* Tomson and Jaffe, work cited at foot- 
note 9. 

“Institute of Business Practice, work 
cited at footnote 8, “Short Term Charitable 
Trust,” Sec. 16925, p. 17061. 
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The establishment of an irrevocable 
trust gives rise to a gift tax. There 
are many who argue that an outright 
gift should be utilized rather than an 
irrevocable trust because of the possi- 
bility of adverse tax consequences to 
a grantor of an irrevocable trust.*° 
Actually, though, in many instances the 
main purpose inherent in the setting-up 
of an irrevocable trust is to aid a de- 
pendent whom the grantor does not feel 
has the necessary financial experience to 
manage his own affairs properly. The 
grantor is attempting, in the main, 
to achieve financial independence for 
a dependent but is unwilling to do so 
by means of outright gift. The grantor 
may also desire to provide financial 
security for more than one generation 
of his family. The use of an irrevoca- 
ble sprinkling trust would be more 
suitable than would an outright gift 
to achieve this family purpose. 

The grantor, especially if the Clif- 
ford rationale is adopted in the estate 
planning field, may—even in view of 
the above discussion—be wise to dis- 
pose of his property by outright gift. 
In any event, there is no excuse for 
a grantor to select any trustee other 
than a disinterested corporate trustee 
to administer an irrevocable trust. 
Sections 2036-2038, as well as the 
mandates of the so-called Clifford sec- 
tions of the Internal Revenue Code, 
are strong reasons why the grantor 
under no circumstances should con- 
sider himself to be trustee. In fact, 
under all of the forms of inter vivos 
trusts discussed herein, it would be 
generally unwise for the grantor to 
appoint himself as either sole trustee 
or cotrustee. The tax risks involved 
are just too great. The grantor then 


* Sydney C. Winton, Trusts and Estate 
Planning; Lasser, Estate Tax Techniques, 
p. 1247. 

* George C. Barclay, “Uses of Living 
Trusts,” 94 Trusts and Estates 920. 

*N. J. Larkin, “Factors Favoring the 
Use of Revocable and Irrevocable Trusts,” 
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exposes himself to unfavorable tax 
consequences in either a nonfiduciary 
or a fiduciary capacity. 


Since the irrevocable trust involves 
an unconditional parting of the grantor 
from his property, it might be ad- 
visable for irrevocable living trusts to 
include a provision for invasion of 
principal in the discretion of the trus- 
tee. This is a desirable protective 
feature for the trustee against charges 
by a disgruntled settlor who attempts 
to charge a trust company with hav- 
ing persuaded him to set aside all or 
a portion of his funds wholly beyond 
his reach.*° 

The irrevocable trust should be 
recommended only to a grantor who 
is so financially situated that estate 
tax savings are paramount.** The 
factual situation must be analyzed to 
determine if a gift will better serve 
the grantor’s needs than will an ir- 
revocable trust. If experienced manage- 
ment dictates the use of an irrevocable 
trust, a corporate trustee should be 
selected to assure the desired favor- 
able income and estate tax consequences. 


Funded Irrevocable 
Life-Insurance Trusts 

The funded irrevocable life-insur- 
ance trust is considered a beneficial 
method of achieving productive estate 
planning if properly utilized. It can 
be of great aid in assuring estate 
liquidity and in guaranteeing an ap- 
propriate distribution of estate assets 
in accordance with the wishes of the 
testator.** Since the abolishment of 
the premium-payment test, it is possi- 
ble for an assured to remove insurance 
proceeds from his taxable estate even 


thesis, Graduate School of Banking, Amer- 
ican Bankers Association (1955). 

*R. H. Walker, “Use of Life Insurance 
Trusts in Estate Planning,” Proceedings of 
University of Southern California Tax Insti- 
tute (1957), p. 489. 
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though he continues to pay premiums so 
long as he relinquishes all other inci- 
dents of ownership over the policy, 
including the right to change the desig- 
nated beneficiary. This transfer of in- 
surance to a trust results in substantial 
estate tax savings despite the fact that 
the transfer would constitute a tax- 
able gift.*® 

It was always generally felt that if 
the trustee of a funded irrevocable in- 
surance trust was authorized to pay 
the premium on a policy insuring the 
grantor, the income from such trust 
would be taxable to the grantor.*® The 
application of concepts regarding the 
meaning of the term “adverse parties” 
has materially changed some basic 
thinking as regards the income tax 
consequences of the funded irrevoca- 
ble life insurance trust and has led to 
the widespread creation of so-called 
“orandfather insurance trusts.” *? 


Let us assume that a wealthy grantor 
desirous of providing, after his death, 
security for his loved ones and yet 


also hopeful of achieving lifetime tax, 


savings considers as his answer an 
trust. He 
has an adult son who is, and should 
remain, in a relatively low tax bracket. 
The father, under these circumstances, 
creates an irrevocable life-insurance 
trust by transferring into the trust 
securities that he accumulated 
and an insurance policy on his life. 
His intent is to have the trustee use 
the income from the securities to pay 
premiums on the insurance policy. 
Thus far, the father’s plan would 
result in his taxability on the trust in- 
come. The father, through his think- 
ing tax lawyer, goes a step further. 


irrevocable life-insurance 


has 





* Institute of Business Practice, work 
cited at footnote 8, “Life Insurance Trusts,” 
Sec. 16920, p. 16996. 

* Code Sec. 677(a) (3). 

* Albert Mannheimer, Henry Lamont 
Wheeler, Jr., and Joel Irving Friedman, 


“An Unexplored Form of Insurance Trust,” 
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He designates in the trust instrument 
that the insurance placed in trust and 
the proceeds from it are to be held by 
the trustee for the sole benefit of his 
son’s children and further provides 
that the income from the trust shall 
be used to pay premiums unless the 
son demands that the income be paid 
to him, in which event the trustee is 
directed to comply with the son’s re- 
quest.**? The son would be an adverse 
party as to the income from the trust.* 
Thus, the income would not be tax- 
able to the father and, if the son failed 
to demand the income, it could be 
used to pay the premiums on the 
father’s life insurance policy. 

The son, even if he didn’t demand the 
income, would be taxed under Section 
678(a), but the major contemplated 
tax objective of having the trust in- 
come used to pay premiums on a 
policy on the father’s life, taxed to 
the son in his relatively low income 
bracket would be achieved. If the 
son’s income should increase, the trus- 
tee should be given the discretion to 
accumulate the income rather than 
distribute the income to the son. The 
son would still be an adverse party, 
thus preventing taxability to the father 
on the trust income. The right to 
accumulate in the trustee would re- 
sult in income tax to the trust whether 
or not the son exercised his power to 
demand income. In states, such as New 
York, which prohibit the accumulation 
of income for an adult, the favorable 
desired tax consequence could be at- 
tained by a sprinkling provision giv- 
ing the trustee the necessary discretion 
in determining which of the eligible 
beneficiaries would be income recipi- 
ents. If the father at retirement de- 


Journal of the American Society of Chartered 


Life Underwriters, Summer, 1956, reprinted 
in 34 Taxes 494 (July, 1956), and Journal 
of Taxation, Summer, 1956. 

* Mannheimer, Wheeler and Friedman, 
work cited at footnote 31. 

*® Code Sec. 672(a). 
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sired that the securities funding the 
trust should be returned to him, the 
above arrangement could be success- 
fully combined with a short-term 
trust to achieve tax benefit.** 


The family relationship should not 
be a deterrent to the successful cul- 
mination of the above trust arrange- 
ments. A family member can be adverse 
under Section 672(a). The.closeness 
of blood relationship is taken into 
consideration in classifying parties as 
related or subordinate only for the 
purpose of taxing the grantor on trust 
income if he names certain close rela- 
tives as trustees. 

In order to attain maximum income 
tax advantage from the irrevocable 
funded life-insurance trust as discussed 
above, a corporate trustee should be 
selected. The plans are intricate; the 
desired tax ramifications require close 
and competent supervision. There is 
little point in risking complete failure 
taxwise because the grantor appoints 
a close relative as trustee, thus caus- 
ing the trust income to be taxed to 
the grantor. 

The gift tax aspects of the type of 
trusts herein discussed also present 
interesting problems. The son, if he 
failed to exercise his power to demand 
income, would be making a taxable 
gift of the income to his children. The 
son has a general power of appoint- 
ment; permitting this power to lapse 
would constitute a release of the power 
and, therefore, a taxable gift of a 
future interest. The son therefore 
could not take advantage of the an- 
nual exclusion but could possibly ex- 
empt $5,000 per year if Section 2514(e) 
can be interpreted to powers exercisa- 
ble exclusively over income rather 
than principal under a sprinkling ar- 


* Mannheimer, Wheeler and Friedman, 


work cited at footnote 31. 
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rangement. The son would have the 


right neither to the income nor to a 
general power of appointment and 
there should be no gift tax incurred. 


From an estate tax standpoint, the 
payment of premiums by a trust is 
most advantageous. It precludes 
problems arising under Section 2035 
or the restoration in whole or in part 
of the premium-payment test. 


The funded irrevocable life-insur- 
ance trust is a most useful estate 
planning tool. The proper utilization 
of insurance is an estate planning 
must. Tax consequences should be 
favorable. A qualified, unrelated, pref- 
erably corporate, trustee should be 
selected. 


Grandfather Trusts 

The grandfather insurance trust dis- 
cussed above is a specialized form of 
the so-called “grandfather trust.” A 
grandfather trust is one created by a 
grandparent for the benefit of his chil- 
dren and grandchildren.* Since broad 
discretion over accumulation or dis- 
tribution to beneficiaries is a neces- 
sary consideration in the formulation 
of the grandfather trust, it many times 
takes the form of a sprinkling trust. 

The grandfather trust is the most 
attractive taxwise. A grandparent can 
provide for the support of his grand- 
children without subjecting his son 
to taxability so long as the strict 
mandates of the Internal Revenue 
Code are adhered to. One generation 
of death taxes is skipped under this 
type of arrangement. If the duration 
of the trust is measured by the lives 
of the grandchildren and the appli- 
cable local rule against perpetuities 
is not violated, it is possible that two 
generations of death taxes may be 
avoided, 





* Carl A. Stutsman, “Grandfather Trusts 
—Tax Advantages Clarified Under 1954 
Code,” 96 Trusts and Estates 175 (February, 
1957). 





There are particular tax problems 
in connection with the drafting of the 
grandfather trust which must be thor- 
oughly analyzed and understood, for 
there are few forms of trust in which 
poor draftsmanship has caused more 
undesired tax consequences. Cer- 
tainly one of the most important of 
these drafting considerations is proper 
trustee selection. 

The practical aspects of the grand- 
father trust in relation to the possible 
tax ramifications resulting from it 
have caused the Internal Revenue 
Service a great deal of consternation 
in its formulation of appropriate tax 
If any of the trust income 
or corpus is to be provided by the 
grandparent, to be used by his chil- 
dren in case of their need, the ques- 
tion of an ascertainable standard so 
as to prevent taxability as a general 
power of appointment, under Section 
2042(b) (1) (a) of the Code arises. The 
desired flexibility under the grandfather 
trust must always be balanced against 
the possibility of conferring powers 
upon the father which will cause taxa- 
bility to him. In this connection the 
provisions of Section 678 of the Code 
relating to the taxability of nongrantors 
previously discussed in this paper must 
be carefully studied. The apparent 
discrepancy between Section 678(a) 
and 678(c) must be recognized. Under 
Section 678(d), if a father, as trustee, 
realizes that he possesses a power that 
is likely to cause taxability under Sec- 
tion 678(a). he should promptlv re- 
nounce or disclaim such power. There 
must be an express renunciation or 
disclaimer ; a release of the power would 
be construed as an exercise of it for 
the purpose of the imposition of a gift 
tax. Under Section 2514(b), as read in 
conjunction with Section 2041(a) (2) 
of the Code, a disclaimer or renuncia- 


policies.*® 


tion of a power of appointment is not 
deemed to be a taxable release of that 
power for estate tax purposes. 


There are inherent tax dangers in 
the creation of the grandfather trust. 
If the grandfather grantor retained 
sufficient control over the trust to 
make the income taxable to him, the 
same powers which caused this un- 
favorable result would also in all prob- 
ability constitute a general power of 
appointment which would be the equiva- 
lent of a power exercisable in himself 
under Section 2041. Thus, the grantor 
grandfather could conceivably be taxed 
on the income of the trust and have 
the corpus taxable in his estate due to 
the retention of any prohibited power. 
Likewise, if the son were taxed on the 
trust income under Section 678, he 
would also be the possessor of a gen- 
eral power of appointment causing the 
trust corpus to be taxed in his estate. 
Further, since the income, estate and 
gift tax laws are not presently inte- 
grated, it is possible that any income 
distributed to his children over and 
above the amount in discharge of his 
obligation to support would be held 
to be a taxable gift even though he 
incurred income and estate tax based 
upon the same prohibited power.” 


Trustee selection in the grandfather 
trust is a rather tenuous proposition. 
Actually, there is no greater reason 
why the father should not be appointed 
as cotrustee than under the short-term 
trust previously discussed herein. If 
“solely by himself” can be given a 
literal interpretation, some adventurous 
draftsman could consider the selection 
of the father as cotrustee as a method 
of avoiding the impact of Section 
678. I would consider it important in 
achieving the desired flexibility to 
consider the appointment of the father 





“F. J. Wofe, “Open Pandora’s Box of 
Trouble for IRS in Taxation of Grandfather 
Trust,” 95 Trust and Estates 163 (Septem- 
ber, 1956). 
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* Stutsman, work cited at footnote 35. 
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as cotrustee. I would make certain 
that his powers, especially as regards 
support, were clearly limited by an 
ascertainable standard approved by 
the service. I would further make 
certain that its cotrustee was adverse, 
disinterested and, most preferably, 
corporate. 


Trusts for Minors 


A basic purpose in giving a gift to 
a minor is to defer the right of the 
child to control the subject matter of 
the gift until he or she has sufficient 
maturity to take care of it adequately. 
For that reason, even in view of the 
flexibility of the custodial laws, gifts 
in trust to minors are favored.** 

Again, as in other forms of trust ar- 
rangements previously analyzed in this 
paper, the basic intent of the settlor 
donor must be carefully scrutinized 
in relation to tax consequences. Upon 
that basis a conclusion as to the most 
advantageous choice of trustee or trus- 
tees must be reached. 


It would be unwise to select the 
father as trustee to administer a trust 
for his minor children. The gift tax 
exclusion normally would not be avail- 
able to the donor grantor, since a gift 
of a future interest is involved. Sec- 
tion 2503(c) contains an exception to 
the gift of a future interest rule. This 
section generally provides that if the 
trust corpus and income may be ex- 
pended for a minor and only for the 
use of the minor before he attains the 
age of 21, the gift will not be treated 
as one of a future interest. The un- 
expended portion of the property must 
be payable to the donee upon his reach- 
ing 21; upon the donee’s death, the 
property must be payable to the minor’s 
estate or in exercise of the child’s gen- 


*Tnstitute of Business Practice, work 
cited at footnote 8, “Trusts for Minors,” 
Sec. 16922, p. 17009. 

® Code Sec. 2514(c). 

“T. V. Lefevre, “Estate Tax Conse- 
quences of Irrevocable Trusts for Depend- 
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eral power of appointment.*® If the 
donor grantor were appointed trustee, 
this mandatory use of the trust prop- 
erty for the infant donee would be 
equivalent to a power to terminate the 
trust. The right of termination in the 
donor grantor would be sufficient to 
place the property in the donor grantor’s 
estate under the provisions of Section 


2038(a) (1).*° 


The problems relating to the obli- 
gations to support and to related tax 
effects again raise their ugly heads in 
consideration of trusts for minors. The 
basic income tax principle that the 
grantor trustee will be taxed only on 
trust income actually used to discharge 
his obligation to support is pertinent. 
Its application is far-reaching. In draft- 
ing a trust for a minor, if it was manda- 
tory that the trust income be used 
for the child’s support during minority 
not only would the income tax conse- 
quences to the donor be unfavorable 
but if the infant died during his minor- 
ity, the corpus would probably be in- 


cludable in the grantor’s estate on the 
basis of his retained interest under 


Section 2036. The minor’s mother 
could be appointed trustee without 
incurring the same disastrous tax con- 
sequences provided the father was not 
dead or an obligation to support was 
not imposed upon the mother under 
local law.** Accumulation of income 
during minority is the best answer to 
the obligation-to-support problem in 
trusts for minors. If use of income 
during minority is deemed essential, 
an express disclaimer that the money 
distributed is for support is possible, 
although this probably will not avoid 
unfavorable tax treatment for the donor. 
In any event, the use of income in a 
trust for minors should be discretion- 
ary rather than on a mandatory basis. 


ents,” Proceedings of New York University 
Sixteenth Annual Institute on Federal Taxa- 
tion (1958). 

"“W. K. Stevens, “Taxability of Parents 
on Trust Income Paid to Children,” 97 
Trusts and Estates 849 (September, 1957). 
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This is true even though mandatory 
distribution may permit extension of 
the trust beyond the donee’s majority 
without loss of the gift tax exclusion * 
if the donee is willing to forestall his 
absolute right to distribution upon at- 
taining the age of 21.** 


As in many other forms of trusts, 
unlimited discretion in the trustee is 
important to assure the desired tax 
consequences in the creation of a trust 
for minors. The selection of a cap- 
able adult brother or sister as trustee 
is possible, especially if the amount of 
the gift in trust is small and the term 
of the trust is short. The parents— 
especially the father—should not be 
selected. A disinterested corporate trus- 
tee appointed either singly or in con- 
junction with an adult brother or sister 
is preferred by this writer. 


Estate Tax Consequences 
and Trustee Selection 

The emphasis in this paper thus far 
has been on the income tax conse- 
quences of the various types of trusts 
discussed, although estate and gift tax 
considerations have been alluded to 
where deemed significant. In the formu- 
lation of many irrevocable trusts, the 
thought of removing the trust prop- 
erty from his estate is paramount in 
the settlor’s mind. 


Trust property will be taxed in the 
grantor’s estate if the grantor alone 
or in conjunction with another, and 
without regard to the source of his 
authority, retains the power to alter, 
amend or revoke or terminate a trust 
or to determine or change at the date 





“Institute of Business Practice, work 
cited at footnote 8, “Trusts for Minors.” 

“FE. W. Tomlinson, “Support Trusts and 
Gifts to Minors,” 97 Trusts and Estates 929 
(October, 1958). 

“Institute of Practice, work 
cited at footnote 8, “Corpus Taxed in 
Grantor’s Estate,” Sec. 16904, p. 16915. 

“ Helvering v. City Bank Farmers Trust 
Company, 36-1 ustc § 9001, 296 U. S. 85. 
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of his death the right of enjoyment of 
the trust income or corpus.“* The 
grantor’s estate is also taxed if the 
transfer to the trust isn’t intended to 
take effect until his death under the 
conditions specified in Section 2037. 
The words “in whatever capacity exer- 
cisable and without regard to when or 
from what source the decedent ac- 
quired such power” used in 2038 are 
most important as regards trustee 
selection. There can be no reliance on 
the “adverse interest” concept in the 
estate tax field.“® The possession of 
the prohibited discretionary power in 
the grantor trustee is the taxable 
event. The fact that cotrustees have 
been appointed and their consent must 
be obtained before discretion can be 
exercised will have no bearing on the 
estate tax consequences to the grantor. 
In Lober* the right to invade and 
accelerate corpus would not have caused 
unfavorable income tax consequences 
to the grantor but was sufficient to 
impose estate tax on the grantor trus- 
tee. The right of the grantor to re- 
move a corporate trustee and appoint 
another in its place is perfectly per- 
missible, but if the grantor retains the 
right to appoint himself as substitute 
trustee, all trust powers will be at- 
tributed to the grantor.*’ 


It just doesn’t make good sense 
from an estate tax or any other stand- 
point to select the grantor as trustee.** 
As soon as the grantor is selected, the 
problem of the limitation of his dis- 
cretion by suitable external standards 
arises. There is actually in this re- 
gard no need to get into the rather 
nebulous question of what will con- 


“ Lober et al. v. U. S., 53-2 ustc J 10,922, 
346 U.S. 335. 

“William J. Bowe, Estate Planning and 
Taxation, Sec. 12.36, p. 417. 

“R. L. Farmer, “Income, Estate and 
Gift Tax Consequences of Grantor’s Act- 
ing as His Own Trustee,” Proceedings of 
University of Southern California Tax In- 
stitute (1957), p. 471. 


TAXES—The Tax Magazine 





stitute a suitable standard. The de- 
sired discretionary powers can be given 
to independent corporate trustees with- 
out the corresponding tax risks. 


Beneficiary Controls 


Another consideration which is many 
times overlooked by the advocates of 
family, rather than corporate, trustees 
is the large degree of control that a 
family beneficiary can possess over a 
corporate trustee in the exercise of 
the nonfamily fiduciary’s discretionary 
functions without unfavorable tax con- 
sequences to the grantor or the bene- 
ficiary.*® The right of a beneficiary to 
make annual withdrawals of $5,000 or 
5 per cent of the aggregate value of 
the trust property is not one to be 
taken lightly. It is in effect a right to 
compel corpus distributions. The with- 
drawal of corpus only should result in 
capital gains treatment for the recip- 
ient. The withdrawal should not cause 
the recipient to be the owner of any 
portion of the trust property for fed- 
eral estate tax purposes except as to 
the balance exercisable under the power 
at the beneficiary’s death. There are 
no adverse gift tax consequences to 
the beneficiary even if he allows his 
power to lapse.°® The power of with- 
drawal in a_ beneficiary will not 
adversely affect the income, gift or es- 
tate tax consequences to the grantor 
even if that power be unlimited. If 
the grantor’s wife is the income bene- 
ficiary possessing a limited power to 
withdraw corpus, the affected portion 
of the trust will qualify for the gift 
tax marital deduction if the trust is 
inter vivos or for the estate tax marital 
deduction under a testamentary trust.® 


The question of sufficient standards 
which will relieve grantors or non- 


“James A. Casner, “Beneficiary Controls 
of Trustee’s Discretion as to Income or 
Corpus Distributions,” 96 Trusts and Estates 
216. 

® Code Sec. 2514(e). 

™ Code Secs. 2056(b)(5), 2523(e). 
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grantors from unfavorable tax conse- 
quences is most controversial. It arises 
in connection with subjecting the power 
to withdraw to a supposedly reason- 
ably ascertainable standard. As re- 
gards estate and gift tax, the donee 
will avoid taxability if his power to 
invade, consume or withdraw is limited 
by an ascertainable standard relating 
to the health, education, support or 
maintenance of the donee. The fact 
that the donee has discretion to com- 
pel the trustee to make distributions 
is not in and of itself indicative that 
the power is not limited by a suitable 
standard. If the requisite standard is 
met, the beneficiary has another con- 
trol over the trustee’s discretionary 
functions which does not result in un- 
favorable estate and gift tax conse- 
quences to the grantor.®? From an 
income tax standpoint, if the bene- 
ficiary relative can be placed in an 
adverse-party category based upon his 
power to withdraw, there should be 
no unfavorable tax consequences to 
the grantor. The taxability of the 
nongrantor, when given the power to 
withdraw accompanied by a standard, 
presents interesting problems. 
tion 678 does not refer to any suitable 
standard which will be sufficient for 
tax avoidance. Generally, in the in- 
come tax field the standard need not 
relate to health, education, support or 
maintenance so long as it is reason- 
ably definite. The courts have bent 
over backwards to avoid imposing 
taxability on nongrantors and have 
approved nebulous or practically non- 
existent standards in the nongrantor 
area.** It is indeed possible that the 
important beneficiary control of with- 
drawal, if limited by a reasonable 
standard, will not endanger the tax 
situation of the nongrantor. 


Sec- 


* James A. Casner, work cited at foot- 
note 49. 

= Smither v. U. S 
F. Supp. 772, 
F. 2d 518. 


S., 52-2 ustc 4 9455, 108 
aff'd, 53-2 ustc $9482, 205 
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A beneficiary can be given a power 
by will to terminate or materially 
alter the provisions of a trust and, as 
long as his power is limited so that he 
cannot appoint to himself, his estate, 
his creditors or the creditors of his 
estate, the trust property over which 
the power of appointment is effective 
will not be included in the beneficiary’s 
estate. Since the power to appoint 
cannot allow the vesting of the corpus 
or the income of the trust in the bene- 
ficiary himself, the income of the trust 
cannot be taxed to the beneficiary. 
Also, the most significant power to 
appoint by will existing in a bene- 
ficiary, limited as discussed above, should 
not result in taxability to the grantor. 
Under Section 674(b)(3) a power to 
control beneficial enjoyment of a trust 
exercisable only under the will of 
someone other than the grantor will 
not cause the income of the trust to 
be taxed to the grantor under the 
dominion or control theory. The power 
is in another, but under no circum- 
stances should the beneficiary be per- 
mitted to appoint by will to the grantor. 
The way would then be left open for 
the service to contend that the power 
exists in a nonadverse party to dis- 
tribute trust income and corpus to the 
grantor resulting in taxability to the 
grantor under the provisions of Sec- 
tion 677(a) (1). 


A beneficiary can also be given a 
power to appoint by deed limited in 
the same respects as the power to ap- 
There is, under this 
circumstance, possible gift tax inci- 
dence, since the exercise of the power 
could be construed as the deprivation 
of the beneficiary of his right to the 


point by will. 


“Albert Mannheimer, Henry Lamont 
Wheeler, Jr., and Joel Irving Friedman, 
How to Use Sprinkling Trusts; J. K. Lasser’s 
Estate Tax Techniques (1956), pp. 1077 and 
following. 

*® J. Henry Landman, “The Tax Implica- 
tions of Reciprocal Trusts,” 34 Taxes 346 
(May, 1956). 


584 


August, 1960 °®@ 


income from the appointed property 
and a resulting transfer of his interest 
under the trust. If a possible gift tax 
were the only obstacle to an appoint- 
ment by deed, it would nevertheless 
be a most valuable beneficiary control. 
There is also the possibility that if 
the beneficiary is only entitled to trust 
income at the discretion of the trus- 
tee, he only possesses an expectancy, 
and might not be held to be an ad- 
verse party in order to prevent tax- 
ability to the grantor. Even in view 
of the above precautions, the power 
to appoint by deed in the beneficiary 
should not be unduly dispensed with 
especially in regard to a beneficiary 
who has an absolute rather than a 
discretionary right to distribution. 


The aforementioned beneficiary rights 
are all most important. They allow a 
great deal of family control without 
sacrificing tax benefits. Thought must 
be given to them in trustee selection. 


Conclusion 


In this paper various trust arrange- 
ments have been discussed. Each has 
been analyzed in relation to its tax 
consequences and the most desirable 
trustee selection in order to achieve 
the most advantageous tax result. Other 
specialized forms of trust, such as 
sprinkling,** reciprocal,®® residence, 
alimony and pension and profit-shar- 
ing,°’ were not individually and specifi- 
cally considered because it is felt 
that the guiding tax principles cover- 
ing tax consequences and trustee selec- 
tion for these trusts were sufficiently 
stressed in this paper.** The emphasis 
in this paper has been on inter vivos 

(Continued on page 606) 
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* William J. Casey, “Residence Trusts,’ 
Estate Plans, p. 16991. 

* The Effect of Tax Policy on Executive 
and Worker Compensation (Princeton, New 
Jersey, Tax Institute, Inc., 1957). 

* “Tax Effects of Various Trusts,” Estate 
Planner’s Quarterly, September, 1954, p. 41. 
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Senate Finance Committee 
Looks at Foreign-Situs Trusts 


By DAVID ALTMAN and BURTON W. KANTER 


Proposed Senate Finance Committee amendment seeks to discourage 
use of foreign-situs trusts by disqualifying them from favorable 
throwback rule exceptions. However, by making this proposal, it is 
felt that the committee may be giving important recognition 

to the validity of such trusts for federal tax purposes. 

The authors are Chicago attorneys. 


OREIGN-SITUS accumulation trusts are not a new tax-planning 

vehicle to the sophisticated tax practitioner, but recently they may 
have been more widely popularized by the trend to investment in 
foreign securities and other foreign assets and by a flow of articles 
and tax-idea comments playing up the unique tax advantages such trusts 
offer to United States citizen and resident taxpayers. Now, allegedly 
“in order to discourage the creation of such foreign trusts,” the Senate 
Finance Committee has approved an amendment to the throwback 
provisions of Section 665, Internal Revenue Code of 1954. The 
mechanics of the proposed Senate amendment are designed to tax 
beneficiaries by disqualifying such distributions from the exceptions 
to the throwback rule as to distributions to United States citizens and 
residents from foreign-situs accumulation trusts of previously untaxed 
foreign source income and United States capital gains.’ 


While the Senate Finance Committee amendment proposes these 
changes to curb the use of foreign trusts, actually it may well be that 
‘For example, Pine and Sands, “Tax and Business Benefits Offered by the 
Bahamas,” Tax Ideas, § 8035; Pine and Stock, “Tax Advantages of Foreign 
Trusts,” Tax Ideas, { 8050; Pine and Graham, “Bermuda—A Base for Foreign 
Business and Investment,” Tax Ideas, § 8056; Hammerman, “Foreign Situs Trusts 
—Defining the Undefined,” 38 Taxes 529 (July, 1960); Stock, “Foreign Income, 
Deflected to the Bahamas, Accumulates Taxfree,” 12 Journal of Taxation 250 (1960). 

*S. Rept. 1616, Trust and Partnership Income Tax Revisions Act of 1960, Report 
of the Committee on Finance to Accompany H. R. 9662 (June 18, 1960), pp. 26 and 
60. No comparable provision appeared in the House-passed bill, nor in any of the 
advisory groups’ or professional, legal or accounting societies’ reports or recom- 
mendations during 1959 and 1960 to the House Committee on Ways and Means, 
though some brief reference to the foreign-situs trust is contained in the paper of 
Ira T. Wender, “An Analysis of Some of the Limitations on the Base for United 
States Taxation of Foreign Income and Foreign Corporations,” Tax Revision 
Compendium, submitted to the House Committee on Ways and Means, November 
16, 1959, Vol. 3, p. 2171. 
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its limited proposals serve to accord 
foreign trusts fresh official recognition 
as bona-fide and proper tax and family 
estate-planning vehicles. 


Caveats re Foreign-Situs Trusts 

While the increasing establishment 
and use of foreign-situs trusts has 
apparently proceeded apace, the legal 
underpinning for the recognition and 
tax treatment of such trusts has not 
correspondingly developed. In gen- 
eral, such a trust is treated for tax 
purposes as a nonresident alien. How- 
ever, the legal basis for such treatment 
is not explicitly provided for either 
by statute or regulation * or by court 
decisions. 


Yet the Code, the regulations, court 
decisions and revenue rulings do fur- 
nish support for the tax treatment of 
foreign-situs trusts as nonresident 
aliens, and tax practitioners as well 
as the Internal Revenue Service ap- 
pear to proceed on that premise.‘ 
However, in the absence of any defi- 
nite statutory provision, there is at 
least the possibility that the Treas- 
ury Department may administratively 
change its position with respect to 
the tax treatment and recognition of 
such foreign-situs trusts where the 
grantor and beneficiary are United 
States citizens or residents. Never- 
theless, where the trust arrangement 
is bona fide and has substance and 
meets the various requirements dis- 
cussed below, it is reasonable to as- 
sume and at this time it appears to 
be generally assumed that the In- 
ternal Revenue Service will continue 
to accord recognition and tax treat- 
ment of such foreign-situs trusts along 
the previously indicated lines. All 
statements hereinafter made with re- 
spect to the tax treatment and results 
of foreign-situs trusts are made on 


that express assumption which, to 
avoid unnecessary repetition, will not 
be reiterated in each instance. 


A further note of caution is in order: 
Persons contemplating the establish- 
ment of or dealing with foreign-situs 
trusts should make full inquiry and 
receive full advice with respect to 
foreign exchange control restrictions 
and provisions and take into account 
the possibility of future adverse change 
thereof, as well as local law with re- 
spect to trusts (including rules with 
respect to accumulations, perpetuities, 
and other legal requirements) and be 
aware of the necessity for substance 
and bona-fideness, the absence of which 
may indicate that not only is the trust 
not to be recognized in the fashion 
intended, but that the entire complex 
of steps with respect thereto may 
amount to a transaction or trans- 
actions having no purpose other than 
to avoid federal taxes. In other words, 
in dealing with the tax effects of 
foreign-situs trusts, it is necessary to 
keep in mind all the general ground 
rules of our federal tax administra- 
tion system which have been developed 
for testing the reality and substance 
of all transactions and arrangements. 


Creation of Foreign-Situs Trust 


In most legal respects a foreign trust 
is fundamentally the same as the now- 
familiar private family or domestic-situs 
trust commonly established and adminis- 
tered in the United States. The grantor, 
who is a United States citizen or 
resident, creates a private trust for 
the benefit of a member of his family 
who is also a United States citizen 
or resident, but the trust is created 
not in, and under the laws of, Illinois, 
New York or some other state, but 
specifically in, and under the laws of, a 
foreign country, and with a foreign 





* Reg. Sec. 1.871-2(a) nonresident alien 


individual includes a nonresident alien fiduciary. 
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trustee. To minimize tax costs the 
foreign country selected is a foreign 
jurisdiction ® which either has no in- 
come tax or only a very low income 
tax, such as perhaps the Bahamas, 
Bermuda or Hong Kong. The trust- 
tee may be given powers with respect 
to the distribution of income and prin- 
cipal and with respect to the invest- 
ment of the trust assets comparable 
to those given any trustee in the 
United States. The precise terms of 
such trusts, of course, may vary as 
widely as do the terms of trusts estab- 
lished in the United States. 


In many respects, the treatment 
for federal tax purposes of the 
grantor and beneficiary of such a 
foreign trust is the same as in the 
case of a domestic trust; for example, 
the operation of the throwback rules 
of Section 665 and the Clifford rules 
of 1954 Code Sections 671-678. How- 
ever, because of the two major factual 
differences from a conventional United 


States trust—namely, (1) its foreign 
location or situs and (2) its foreign 


*It should be noted that the common law 
trust concept is not generally recognized in 
foreign countries with a civil law system. 
Even though some countries do have con- 
cepts similar in nature, such as the usufruct 
or the stiftung, because of important differ- 
ences in the basic characteristics from the 
common law trust, it would be far more 
difficult to be certain that a trust and not a 
corporation had been established for United 
States tax purposes. For example, see Estate 
of Oei Tjong Swan, 24 TC 829 (1956), rev'd 
in part, 247 F. 2d 144 (CA-2, 1958). Also, 
efforts should be made to create the trust 
in a country where no strange or unusual 
provisions would be required in the trust 
agreement, so as to create a danger that the 
trust is in reality an association taxable as 
a corporation for United States tax purposes. 

* Absent a prior ruling from the Commis- 
sioner of Internal Revenue finding no tax- 
avoidance purpose, Sec. 1491 imposes a 
special 2714 per cent excise tax on the trans- 
fer of stock or securities by a United States 
citizen or resident to a foreign trust. This 
excise tax is imposed on the appreciation in 
value of the stock or securities over their 
cost. Other property may, of course, be 
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trustee—the foreign-situs trust itself 
is generally tax treated as a nonresi- 
dent alien individual under Sections 
871-876 of our Revenue Code. 


The manner in which a foreign- 
situs trust is created may vary also, 
though in practice the well-advised 
grantor will observe certain important 
guides to the fullest extent feasible: 


(1) He will create such a trust by 
a gift of cash,® not securities. 


(2) He will select a foreign coun- 
try having a very low, or no, income tax 
(a tax haven) but one in which trusts 
are legally recognized, and will desig- 
nate a foreign individual or corpora- 
tion as trustee of the trust, preferably 
a trust company * in such foreign coun- 
try. Effort will frequently also be 
made to have the trust company 
designated as trustee be one which 
does not have any kind of branch or 
operating subsidiary in the United 
States and which is not itself a sub- 
sidiary or branch of a United States 
company, in order to avoid further 


transferred without imposition of this excise 
tax, as may property which has not appreci- 
ated in value. A gift of cash in trust consti- 
tuting a gift of a future interest would have 
to be reported on the federal gift tax return. 
No Form 959 would be required such as is 
required from anyone who assists in the 
creation of a foreign corporation, unless per- 
haps the foreign trust is in reality an asso- 
ciation taxable as a corporation. 

* The trustee need not legally be a foreign 
trust company, but may be an individual, 
such as a lawyer, accountant, investment 
adviser or banker in the foreign country. 
The United States tax treatment of the for- 
eign trust is the same in any case, except 
for the possible application of the 90-day- 
presence rules. It would be very unusual 
for these rules to apply where the trustee 
is a foreign trust company. See footnote 21. 
But it is quite easy to understand how they 
may apply where an individual is the trustee 
if he travels or is engaged in business which 
brings him to the United States. To avoid 
the necessity, therefore, of constant care in 
these respects, it is generally considered to be 
more advisable to have the trustee be a 
foreign trust company. 
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any contacts with the United States 
beyond the two unavoidable minima 
of (a) the grantor’s being a United 
States citizen or resident and (b) the 
beneficiary’s being a United States 
citizen or resident.*® 


(3) The grantor would be well ad- 
vised to actually journey to the foreign 
country where the trust is being 
created so that he can personally 
enter into the trust agreement with 
the trustee while physically present 
in such foreign country and there 
attend to all legal details necessary 
to effectuate the trust, including mak- 
ing the transfer by gift to the trustee.® 

(4) This would be in addition to 
statements in the trust agreement that 
the trust is to be governed and inter- 
preted and administered in and in 
accordance with the laws of the foreign 
country under which it is created. 

(5) Preferably, the trustee should 
keep all the trust assets outside of the 
United States. 


Thus, for example, a New York 


resident may decide to heed the ad- 
vice of his investment counselor that 
excellent investment opportunities are 
available through the purchase of for- 
eign securities traded on principal 





*Some have created trusts under which 
an investment adviser in the United States 
is specifically designated in the trust agree- 
ment, or later appointed by the trustee in 
accordance with powers granted the trustee 
under the trust instrument. While it is true 
that the investment advisor normally does 
not have the discretionary authority to act 
on behalf of the trust and any decisions are 
subject to approval and action by the trus- 
tee, such circumstance, depending on the 
facts reflecting action over the course of a 
period of time, may provide close a 
contact to the United States. This would 
be particularly significant if the Internal 
Revenue Service adopted as the ultimate 
test for situs that of “control’—that is, the 
location or citizenship of the persons who in 
reality controlled the trust investments. 

*A technique frequently utilized to avoid 
the necessity of journeying to the foreign 
country of creation is to have the grantor 
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foreign stock exchanges and in some 
instances on United States stock ex- 
changes as well. Such purchases are 
now regularly handled in volume by 
domestic brokers. 


Then on talking about this to his 
tax adviser he could learn that he can 
do this and maximize the potential 
benefit to the family through separate 
trusts for the benefit of his wife and 
his children—not just trusts of the 
type he perhaps already has in exist- 
ence for the family, but foreign-situs 
trusts set up, say, under the laws of 
the Bahamas with a trust company 
in Nassau, of which there are a num- 
ber experienced in the management 
of trusts funds,’® accepting the trust 
as trustee. Such trusts would be 
able to invest in foreign stocks and 
securities through purchases made on 
either foreign or United States stock 
exchanges or from foreign or United 
States brokerage houses. The trust 
agreement could provide that the trust 
income could be accumulated. There 
could be provisions for broad discre- 
tionary powers in the trustee to make 
distribution of income or principal 
at any time to the beneficiary if funds 
were needed. If the distribution were 


give a power of attorney to some person in 
that country, usually a member of the staff 
of the trust company which is to act as 
trustee, who acting under the power of at- 
torney, executes the trust agreement on be- 
half of the grantor, Another technique often 
used is to simply execute the document in 
the United States, forwarding the document 
under covering letter to the trustee, direct- 
ing that the agreement shall not be given 
effect until approved and accepted by the 
trustee and executed by the trustee in the 
country of creation. While technically legally 
sufficiently, both techniques appear less de- 
sirable than actual execution of the trust 
agreement in the country of creation, since 
the latter event provides one more index 
of the many circumstances which might be 
referred to in order to determine situs. 

“ For example, Arawak Trust Company 
or the Trust Corporation of Bahamas Ltd. 
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made for emergency needs only, there 
would be no United States tax pay- 
able by the beneficiary.t Similarly, if 
there were a final single distribution 
(at least nine years after the date of 
the last transfer to the trust), the 
beneficiary would pay no United States 
tax.’* Actually the foreign trust can 
even purchase United States stocks 
and securities in the United States 
and although there will be a 30 per 
cent withholding tax on any dividends 
received from the United States, the 
trust will pay no tax on the United 
States capital gains. Such dividends 
and gains can be later distributed in 
cash or kind as indicated above, for 
emergency needs or upon termination 
of the trust, free of any income tax 
to the beneficiary. 


Tax Advantages 
of Foreign-Situs Trust 


The federal tax advantages of a 
foreign-situs trust stem from the fact 
that under our tax laws as presently 
administered it is not only recognized 
as a trust but is also regarded as a non- 
resident alien individual. Thus, the 
very important tax advantages of a 
foreign trust are of a dual nature in 
that they combine the unique federal 
tax advantages enjoyed by a non- 
resident alien not engaged in business 
in the United States with the income- 
shifting and deferral advantages of 
trusts generally. 


Had the grantor of the foreign trust 
personally purchased a stock or security 


purchased by a foreign trust created 
by him for the benefit of his family, 
whether it be a United States stock or 
security or a foreign stock or security, 
then any later gain on the sale of such 
stock or security would have been sub- 
ject to United States capital gains tax. 
The federal tax law, in the absence 
of any treaty provision,’® provides no 
exclusion from United States tax of 
capital gains realized by its citizens 
from within or without this country. 
Similarly, had the grantor established 
a United States-situs accumulating 
trust instead of a foreign-situs ac- 
cumulating trust to make the invest- 
ment, the trust would have been 
subjected to United States tax on any 
gain realized on the transaction. How- 
ever, if the investment in either United 
States or foreign stocks or securities 
is made by a foreign-situs trust, no 
United States tax will be applicable 
to any gain on the sale. 


Broadly, the tax advantages of the 
foreign-situs trust which is taxed by 
the United States as a nonresident 
alien not engaged in business ** here 
are that: 

(1) There is no federal capital gains 
tax on stock, bonds and certain other 
capital-asset transactions effected in 
the United States. 

(2) There is no federal tax on 
income from interest on bank deposits 
received. from banks in the United 
States. 

(3) There is no federal tax what- 
soever on any foreign income (that 





™ See footnote 24. 

*® See footnote 24. 

* Creation of a foreign trust in a country 
which has a tax treaty with the United 
States may be valuable in many special cir- 
cumstances even though as a general matter 
such countries have substantial income taxes, 
but it is not within the scope of this brief 
article to examine these situations. 

“See Reg. Sec. 1.871-2; Rev. Rul. 60-181, 
I. R. B. 1960-19, p. 16. See also Phillips, 
“Taxation of Foreign Estates and Trusts 
Under the Internal Revenue Code of 1954,” 
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4 Journal of Taxation 56 (1954); Weyher 
and Kelley, “The Income Taxation of Aliens—- 
Some Riddles and Paradoxes,” 9 Tax Law 
Review 371, 387 (1954). 

* Sec. 871. Of course, to the extent that 
bank interest is received by the foreign trust 
from the United States and is not distributed 
currently to the beneficiary there is no tax 
paid thereon currently. If the interest is 
ultimately distributed then, outside of the 
impact of the throwback rules, it will have 
been received by the trust and paid out to 


(Continued on following page) 
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is, income from sources outside the 
United States). This exemption ap- 
plies to both ordinary income and 
capital gains derived from foreign 
transactions or sources. 


Thus, if the foreign trust is managed 
by a foreign trust company and is 
not engaged in trade or business in 
the United States—‘the effecting of 
transactions in the United States in 
stocks or securities through a resident 
broker, commission agent, or custo- 
dian” does not constitute engaging in 
business in the United States **—and 
has gross income from United States 
sources *? of $15,400 or less, there is 
imposed on the trust, by the United 
States, a flat withholding tax of 30 
per cent with respect to United States- 
source dividends, interest, rents and 
royalties and other fixed or determin- 
able annual or periodic income, as 
well as certain specified capital gains ** 
but not including gains from the sale 
or exchange of stocks or securities.” 
In such circumstances, if the trust has 
gross income from United States sources 
of more than $15,400, then United 
States individual income tax rates apply 
generally to the aforementioned types 
of income, provided the tax thereon 





(Footnote 15 continued) 
the beneficiary without ever being subject 
to tax. Query, however: Would the placing 
of all the trust assets on deposit with a 
United States bank be too close a contact 
with the United States for the trust to 
maintain its foreign trust status? 

“ Reg. Sec. 1.871-8. 

* See Sec. 861. 

* For example, disposition of timber with 
a retained economic interest and disposition 
of coal with a retained economic interest 
(Sec. 631(b) and (c)) and sale or exchange 
of patents (Sec. 1235). ; 

“Class 1 category of tax under Sec, 871. 
* Class 2 category of tax under Sec. 871. 

™"The 90-day-presence rules under Sec. 
871, providing for taxation of net United 
States capital gains on the sale of stock or 
securities under some circumstances, would 
seem not to apply where the fiduciary is a 
trust company which has no branch in the 
United States and is not a subsidiary or 
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is not less than the 30 per cent with- 
holding rate.”° In neither event are 
long-term or short-term capital gains 
upon stock or securities transactions 
subject to United States tax.” 


The fact that as to a nonresident 
alien not engaged in trade or business 
in the United States all foreign-source 
income is free of United States tax 
leads to a further tax planning oppor- 
tunity. 

Thus, in addition to the New Yorker 
who decided to balance his family’s 
estate plan portfolios by investment 
through the medium of a discretionary 
or accumulating foreign trust in for- 
eign stocks and securities, the foreign 
trust may offer to others a unique 
opportunity for family estate planning 
where a new foreign business enter- 
prise is to be undertaken. For ex- 
ample, suppose a United States 
businessman contemplates doing 
business abroad through a foreign 
corporation. If the foreign company 
is ultimately successful, he may desire 
to realize cash through the sale or 
liquidation of the foreign corporation. 
He is, therefore, looking to the future 
possibility that there will be a large 


branch of a United States bank or trust 
company. The rule is that if the trustee is 
present in the United States for less than 
90 days during the taxable year, net gains 
on capital gain transactions effected during 
his presence are taxable, and if the trustee 
is present for more than 90 days all such net 
gains are taxable. It seems quite unlikely 
that anyone would seriously argue that the 
mere presence of an employee of the foreign 
trust company in the United States for the 
requisite 90-day period or for a lesser period 
but at a time when a capital gain transaction 
happened to be effected would cause that cap- 
ital gain to be subject to tax, assuming that the 
employee was not here for the specific pur- 
pose of effecting the transaction. Never- 
theless, foreign trust companies acting on 
behalf of foreign-situs trusts for United States 
beneficiaries might do well to make a spe- 
cific point of committing themselves not to 
have any employees, at any time, in the 
United States for more than 90 days in any 
one year. 
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gain on any ultimate sale of the foreign 
business enterprise. Now is the time 
when he can make a gift to a trust 
for his wife and children and have, 
in effect, transferred something, which 
he believes will have great value in 
the future, before it acquires such 
value. Later, when the stock has 
become valuable and is to be sold or 
the company liquidated at a gain, the 
foreign trust can do so without hav- 
ing to pay any United States capital 
gains tax on such sale or liquidation. 
As a matter of fact, if the foreign 
corporation is organized in a country 
which does not withhold any tax on 
dividend distributions, then it is not 
even necessary to wait to sell the 
stock or liquidate the company to 
bring funds into the trust. Large 
dividends could be paid to the trust 
without any tax and be reinvested 
in foreign or United States securities.” 


Tax-Free Distribution 
of Trust Estate 


It has been felt by some, however, 
that the crowning achievement of the 
foreign trust is not the above-listed 
tax exemptions or tax deferrals. It 
is the possibility, upon termination of 
the trust, of turning over tax-free to 
the beneficiary all of the income and 
capital gains previously accumulated 


“In addition to foreign-situs trusts being 
used to buy and sell foreign or United States 
securities as part of an investment program, 
they may have been used to achieve substantial 
tax savings in other situations. For ex- 
ample, it has been suggested that stock of 
collapsible corporations could be transferred 
to foreign-situs trusts at the price of a 27% 
per cent excise tax, which is little more 
than the capital gains tax defeated by the 
collapsible corporation rules. The collapsible 
corporation stock could then be sold and 
the proceeds reinvested for the necessary 
period of time before the funds were re- 
patriated to the United States tax-free. 
Query, however: Can Sec. 341 be so avoided 
if it is generally applicable to foreign trust 
transactions? The subsequent sale is a sale 
of stock deemed not to constitute a capital 
asset under Section 341 and, therefore, the 
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in the foreign trust and on which 
the trust has paid little or no federal 
tax. 


Thus, foreign-situs trusts, upon the 
termination of the trust and full dis- 
tribution to the beneficiary, not only 
can save United States taxes on real- 
ized capital gains on stock and securi- 
ties transactions in the United States 
as well as on foreign-source income, 
but also can provide the vehicle to 
subsequently repatriate the entire 
trust assets including, or undimin- 
ished by, the taxes saved to the bene- 
ficiary who is a citizen or resident of 
the United States, completely tax- 
free. However, this result of the 
beneficiary receiving the tax-free dis- 
tribution is possible only to the extent 
that the ultimate distribution of the 
trust assets is not affected by the 
so-called “throwback rule” of Section 
665 ** which makes certain distribu- 
tions of accumulated income taxable 
to the beneficiary. 


The adoption of the throwback rule 
in the 1954 Code was directed at pre- 
venting the shifting of tax on trust 
income from a high-bracket trust bene- 
ficiary to the lower tax-bracket trust 
where the beneficiary, as a practical 
matter, was receiving the trust income 
by distribution in a year subsequent 
to the year the trust had accumulated 


gain may not be capital gain exempt from 
tax. Whether the gain falls in the category 
of the other types of income subject to 
United States tax is then the question, and 
the answer to that question is certainly not 
clear. 

Another example is the use of foreign- 
situs trusts to hold the stock of companies 
organized in countries, such as the Nether- 
lands Antilles, having a treaty with the United 
States under which it is possible to obtain 
special tax benefits on certain royalties and 
rents flowing from the United States. This 
is something which has been of particular 
interest to movie,. television and record 
people, and could have substantial interest 
to those with valuable franchise rights to 
offer. 

* But see text below. 





and paid a tax on such income. The 
technique adopted in the Code as a 
deterrent, and which appears to have 
proved effective at least where the 
beneficiary is not able to wait five 
years to receive accumulated income, 
was to treat the defined excess dis- 
tributions as having been distributed 
inversely in the five preceding years 
to the extent of undistributed trust in- 
come in those years. Thus, a distribu- 
tion from a trust, whether from income 
or principal. in. excess of the current 
year’s distributable net income of the 
trust is deemed to have been distrib- 
uted to the beneficiary on a five-year 
“throwback” basis, taxable, however, 
to the beneficiary in the current year 
of distribution to the extent that dis- 
tributable net income for any of the 
five years was accumulated and not 
distributed. The amounts which would 
have been includable in the gross 
income of the beneficiary in those pre- 
ceding years if distribution had ac- 
tually been made are included in the 
income of the beneficiary for the cur- 
rent year and the tax computed there- 
on so as not to exceed the aggregate 
of taxes which would have been pay- 
able had actual distribution been made 
in such preceding years. 

Section 665(b). however, provides 
certain exceptions to application of 
the throwback rule. The most signifi- 





24“ 


. the term ‘accumulation distribu- 
tion’ for any taxable year of the trust means 
the amount (if in excess of $2,000) by which 
the amounts specified in paragraph (2) of 
section 661(a) for such taxable year exceed 
distributable net income reduced by the 
amounts specified in paragraph (1) of sec- 
tion 661(a). For purposes of this subsection, 
the amount specified in paragraph (2) of 
section 661(a) shall be determined without 
regard to section 666 and shall not include— 

“(1) Amounts paid, credited, or required 
to be distributed to a beneficiary as income 
accumulated before the birth of such bene- 
ficiary or before such beneficiary attains the 
age of 21; 

“(2) Amounts properly paid or credited to 
a beneficiary to meet the emergency needs 
of such beneficiary; 
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cant are (1) distributions of income 
accumulated during the minority of 
the beneficiary ; (2) amounts distributed 
to meet emergency needs of the bene- 
ficiary; and (3) a final terminating dis- 
tribution of the entire trust assets, in 
a single lump sum, made more than 
nine years after the date of the last 
transfer to the trust.** 


It is in accordance with these rules 
that in some cases bona-fide foreign- 
situs trusts have been established 
with provision in the trust agreement 
for the accumulation of the income of 
the trust for approximately ten years, 
except for provision for emergency 
distributions. In addition, provision 
has been made for the trustee at some 
time after the ten years to terminate 
the trust to qualify under the last 
above-mentioned exception to the 
throwback rule by making a single 
distribution of the entire corpus and 
the accumulated income from the trust 
to the United States beneficiary com- 
pletely tax-free. 

It should be noted, however, that 
under present law it may not always 
have been necessary to bring a dis- 
tribution within the exceptions to the 
throwback rule in order to achieve tax 
savings through foreign-situs trusts. 
In some particular situations, it may 
have been possible to make a distribu- 

(Continued on page 651) 


“(3) Amounts properly paid or credited 
to a beneficiary’s attaining a specified age 
or ages if— 

“(A) The total number of such distribu- 
tions cannot exceed 4 with respect to such 
beneficiary, 

“(B) The period between each such dis- 
tribution to such beneficiary is 4 years or 
more, and 

“(C) As of January 1, 1954, such distribu- 
tions are required by the specific terms of 
the governing instrument; and 

“(4) Amounts properly paid or credited 
to a beneficiary as a final distribution of 
the trust if such final distribution is made 
more than 9 years after the date of the last 
transfer to such trust.” 
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Some Second Thoughts on Doing 
Business in Puerto Rico 


By NORMAN A. SUGARMAN and JAMES A. SCOTT 


Much is to be said for selecting Puerto Rico as a business 

site. Much has been said for it, but little has been said on the 

other side. The authors feel that an investor's checklist 

should be balanced to include the unfavorable as well as the favorable. 
This article is designed to contribute to that balance and does 

for that reason place emphasis on the negative. 


N THESE TIMES of the heavy tax yoke, it is no small wonder 

that any news of an opportunity to eliminate Uncle Sam as a 
substantial business partner, albeit a temporary respite, is most ex- 
hilarating, to say the least. Understandably, such news spreads like 
wildfire, and the lure to bite at the opportunity could become so tempt- 
ing as to blot out some of the perils involved. 


“ 


This is not to say that the Puerto Rican “tax holiday” has not 
been precisely that for many businessmen who have joined the act, 
nor to infer that the honeymoon is about to end. But those who have 
caught the fever and have not yet made the plunge, and particularly 
those who have the idea of making a “quick killing” financially by 
parlaying the exemptions offered by Puerto Rico with the special fed- 
eral tax concessions, such as capital gains rates, exempt foreign 
income and foreign tax credits, may do well to consider some of the 
latent or patent hazards that may rear their ugly heads with disap- 
pointing, if not disastrous, results. For every windfall there may 
be a pitfall. 


This article is not intended as a tax temperance lecture, but rather 
as a suggestion of some of the many factors which should be soberly 
studied before the tax-weary businessman bundles up his life’s savings 
to go on a Puerto Rican spree. Many of these factors are attributable 
to the watchdogs of the United States Treasury who are jealous 
of any present or potential loss to the public fisc and are on constant 
guard to frustrate large scale tax windfalls. Although, theoretically, 
an attack by the Internal Revenue Service may have little basis in the 
several sanctions of.the Internal Revenue Code which it may seek to 
apply, it is nevertheless fair to assume that if its position has any 
tenability at all under a particular statutory provision, the Service will 
put up a tenacious battle. Any United States interests planning to do 
business in Puerto Rico should be prepared to do battle, bear the ex- 
pense thereof and have reasonable assurance of winning. 


Puerto Rico 





Mr. Sugarman and Mr. Scott are 

both of the firm of Baker, Hostetler 

& Patterson, Cleveland, Ohio. 

Mr. Sugarman was formerly Assistant 
Commissioner of Internal Revenue. His 
coauthor was assistant regional counsel 
of the IRS for the Cleveland area. 


The term “tax holiday” is the popu- 
lar term applied to the also popular 
tax exemptions conferred upon those 
businesses which qualify under either 
of the Puerto Rican tax exemption 
statutes, the act of 1948? or the act 
of 1954.” 


The exemptions from Puerto Rican 
tax now offered to eligible “new” 
businesses include ten years’ exemp- 
tion from income tax and municipal 
seven years’ exemption 
of dividends of an exempt corporation 
from the individual income tax for 
stockholders residing in Puerto Rico 
(but the distributions may be made 
within a 15-year period starting with 
the commencement of operation) ; and 
an exemption from property tax for 
periods of from five to ten years, sub- 
stantially limited, however, to the 
amount of investment. Furthermore, 
Puerto Rico exempts from tax the 
gains received on stock on liquidation 
of an exempt new business. 


license fees; 


The 1948 act provided a full exemp- 
tion expiring at the same time for all 
qualifying new firms which came to 
the island within the exemption period, 
with reduced exemptions for such 
firms for two additional years. The 
present act, however, grants a ten- 
year exemption to each qualifying 
firm, beginning with the date of the 
actual commencement of operations. 


*Act No. 184, The Industrial Tax Ex- 
emption Act of Puerto Rico, approved May 
13, 1948. 

7Act No. 6, Puerto Rico Industrial In- 
centive Act of 1954, approved December 15, 
1953. 
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The incentive program appears to 
have been an overwhelming success 
in industrializing what was a rela- 
tively underdeveloped and primarily 
agrarian economy. As the program 
gained impetus, however, administra- 
tive problems developed and it was 
found necessary in the amendments 
made in 1953, effective January 1, 
1954 to make the provisions some- 
what more restrictive.* 


One of the purposes of the program 
was to attract new business which would 
remain on the island to employ what 
once was a relatively idle local labor 
force. As a part of assuring this, 
initially’ heavy capital outlays have 
been insisted upon. The types of busi- 
nesses which may qualify for the ex- 
emption are those which manufacture 
certain new articles of commerce from 
raw materials, and the manufactured 
product must involve substantial opera- 
tions performed in Puerto Rico. Minor 
operations, such as packaging or final 
assembly, are not eligible. The policy 
of the administration of the act 
is not to grant industrial incentive 
benefits to continental businesses 
which are uprooted and transplanted 
to Puerto Rico under circumstances 
which inflict substantial injury to the 
areas on the mainland from which the 
businesses moved. Each exemption 
grant contains a provision that the 
grantee shall operate the business in 
good faith according to the principles 
of normal business operations and 
shall not willfully attribute the opera- 
tions of another business to the tax- 
exempt business. One of the pur- 
poses of the foregoing condition, and 
that kept in mind in the administra- 





* Taylor, “What Happens When Exemp- 


tions End: Retrospect and Prospect in 
Puerto Rico,” Tax Policy, November-De- 
cember, 1949. 
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tion of the act, is to prevent the avoid- 
ance or evasion of taxes of another 
jurisdiction by shifting profits at- 
tributable to mainland operations.‘ 


One important point to bear in 
mind is that tax exemption grants are 
revocable for noncompliance with the 
provisions of the act and the rules 
and regulations promulgated under 
it, or of the terms and conditions of 
the grant as well as fraudulent mis- 
representation in obtaining the grant. 
Considering the real purpose of the 
incentive program and particularly as 
its objectives of industrialization reach 
the saturation point, it is not un- 
reasonable to suppose that a grant, 
even though once obtained, might 
nevertheless be revoked if the grantee 
in its operations treads a marginal 
line by such means as confining its 
Puerto Rican operations to nominal 
manufacturing activity and insubstan- 
tial employment of native labor. 


Without regard to the Internal 
Revenue Service’s enforcement of the 
United States federal tax provisions, 
if there is a token compliance with 
the act coupled with operations evi- 
dencing the use of the Puerto Rican 
operation solely as a device for tax 
avoidance and solely as an incident of 
business which is substantially con- 
ducted on the continent, the adminis- 
trators of the act in Puerto Rico may 
well look through the sham and con- 
clude that such a grantee not only 
has failed to demonstrate its good 
faith intention to remain more or less 
permanently in the island, but also 
has substantially misrepresented its 
purpose for going there. 


Any business which decides to carry 
on any operations in Puerto Rico and 
qualify for the exemption must, further- 
more, meet the initial requirements 


*Goldman, “Tax Exemption in Puerto 
Rico and the Internal Revenue Code,” Pro- 
ceedings of New York University Thirteenth 
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for exemption which include substan- 
tial investments in permanent improve- 
ments. This helps to assure that the 
new business unit intends to and will 
stay permanently on the island, even 
after the termination of the exemp- 
tion. If it does not, the permanent 
capital improvements will remain any- 
way. 


Another factor is the tax structure 
which would be applicable for those 
not covered by the exemption or that 
which would be in effect when the 
exemption terminates. Puerto Rico 
has its own income tax laws which 
presently do provide lower corporate 
rates than those of the United States, 
ranging from an effective rate of from 
21 per cent to 36.75 per cent depend- 
ing upon the net income brackets, as 
compared with the present 52 per cent 
corporate rate in the United States. 
Individual income tax rates in Puerto 
Rico range from an effective rate of 
12 per cent to 79 per cent of taxable 
net income, with a credit allowed for 
United States income taxes on in- 
come taxed in both jurisdictions. 


What with the inflationary trends 
and governmental spending require- 
ments that have been known to ac- 
company highly industrialized and 
peak employment economies in the 
past, it would be folly to assume that 
Puerto Rico will pursue a course of 
not increasing taxes. 


General Effect 
of United States Income Tax Laws 


The Internal Revenue Code pro- 
visions expressly and impliedly ap- 
plicable to corporations and individuals 
conducting a business in Puerto Rico 
are somewhat numerous. They are in 
some respects favorable and in others 
(at least potentially) unfavorable in 


Annual Institute on Federal Taxation (1955), 
p. 1193. 
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nature. The federal taxability of in- 
come derived from doing business in 
Puerto Rico varies with the type of 
corporation or combination thereof 
involved and also with the individual 
citizens involved, including their place 
of residence. 


Since the corporate aspect of this 
problem is somewhat more intricate 
than that in the case of individuals, 
the provisions pertaining to the latter 
will be briefly summarized first. As 
a general proposition, a United States 
citizen residing on the mainland is 
taxable upon all income from what- 
ever source derived, Puerto Rican or 
United States,® and to the extent that 
a portion of such income is derived 
from Puerto Rican sources and is also 
subject to tax in Puerto Rico, a credit 
for the latter tax is allowed in com- 
puting United States income tax.® As 
for United States citizens who reside 
in Puerto Rico for an entire taxable 
year (with the exception of minor 
visits to the mainland after establish- 
ing Puerto Rican residence), income 
derived from Puerto Rican sources is 
exempt from the United States tax? 
but is subject to the Puerto Rican 
income tax, unless, of course, the in- 
come is exempt in Puerto Rico, such 
as in the case of exempt dividends 
received with respect to the first 
seven years of operations from a cor- 
poration exempt under the Puerto 
Rican Industrial Incentive Act. 


The United States tax treatment 
accorded corporations doing business 
in Puerto Rico depends upon whether 
the corporation is a domestic United 
States corporation, a Western Hemis- 
phere Trade Corporation ® (which is 
a type of domestic corporation), a 
Puerto Rican “United States posses- 
sion corporation” ® or a Puerto Rican 


(foreign) corporation. 


°1954 Code Sec. 61; cf. 1954 Code Secs. 
861-863. 
*° 1954 Code Secs. 901, 904. 
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A domestic United States corpora- 
tion organized under the laws of one 
of the states (except a “United States 
possession corporation” or a Western 
Hemisphere Trade Corporation) is 
generally taxable upon all income from 
whatever sources derived, within or 
without the United States or its pos- 
sessions. If the corporation qualifies 
as a so-called “United States posses- 
sion corporation,” only the gross in- 
come from sources within the United 
States is taxable for federal income 
tax purposes, and gross income de- 
rived from sources within a posses- 
sion of the United States (for these 
purposes including Puerto Rico) is 
excluded. To qualify as such a cor- 
poration, 80 per cent or more of the 
gross income for three years immedi- 
ately preceding the close of the tax- 
able year, or such shorter period as 
the corporation is doing business in 
Puerto Rico, must be derived from 
Puerto Rico, and 50 per cent or more 
of the gross income for such period 
must be derived from the active con- 
duct of a trade or business. The 
excluded income of such a corpora- 
tion may, however, be taxed under 
the laws of the United States posses- 
sion, but the foreign tax credit is not 
allowed for such taxes paid if the 
benefits of Section 931 of the Internal 
Revenue Code are claimed. Further- 
more, dividends paid by such a cor- 
poration may not be reduced by the 
dividends-received credit. 


If a domestic corporation does not 
qualify for and elect the benefits of 
Section 931, it may nevertheless claim 
a foreign tax credit upon income taxed 
by the United States possession, such 
as Puerto Furthermore, the 
dividends-received credit is applicable 
to the dividends received from such a 
corporation. 


Rico. 


*1954 Code Sec. 933. 
* 1954 Code Secs. 921-922. 
* 1954 Code Sec. 931. 
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A Western Hemisphere Trade Cor- 
poration is one all of whose business 
(save for incidental purchases) is 
done in Western Hemisphere coun- 
tries—95 per cent or more of its gross 
income for the three years (or shorter 
period of existence) preceding the 
close of the taxable year being de- 
rived from sources outside the United 
States, and 90 per cent or more of its 
gross income for this period being 
derived from the active conduct of a 
trade or business. The effective cor- 
porate tax rate of such a corporation 
is 38 per cent, as opposed to the 52 
per cent rate applicable to other 
United States domestic corporations. 
The 85 per cent dividends-received 
credit is applicable for such a corpora- 
tion, and a foreign tax credit may be 
claimed, but not for its parent corpo- 
ration. Generally speaking, a Western 
Hemisphere Trade Corporation oper- 
ating an exempt business in Puerto 
Rico does not offer the advantages of 
either a “Section 931 corporation” or 
a foreign or Puerto Rican corporation. 


A corporation organized under the 
laws of Puerto Rico so as to be consid- 
ered a nonresident foreign corporation 
for United States tax purposes generally 
is subject to federal income tax at the 
flat rate of 30 per cent (without any 
deductions) of fixed or determinable 
annual or periodical gains, profits and 
income, such as dividends, rents, sal- 
aries and premiums received from 
sources within the United States,’ 
unless it is “doing business” in the 
United States within the meaning of 
the federal tax laws, in which case it 
is taxed on United States income at 
domestic corporate rates."* The prob- 
lem of determining the extent to 
which such a foreign corporation is 
free from federal income taxes within 
the several Internal Revenue Code 
provisions which may be applied is 
somewhat complex, and any categor- 


ical generalization can be dangerously 
misleading, if not erroneous. 


With the foregoing caveat, and 
with the further qualification that if 
affairs are properly arranged, if a 
Puerto Rican corporation conducts its 
operations in Puerto Rico and in such 
a manner as to derive its income from 
sources within Puerto Rico, and if 
it qualifies for the Puerto Rican tax 
exemption, it will be free from both 
Puerto Rican and United States in- 
come taxes and its stockholders re- 
siding for the entire year in Puerto 
Rico will be exempt from the United 
States and Puerto Rican tax on the 
dividends received for the first seven 
years of operation. Furthermore, it 
is also theoretically possible to defer 
any United States taxes until income 
is actually received from United States 
sources or until the liquidation of 
such a corporation to United States 
shareholders. To cap off the bounty, 
these liquidating distributions might 
be received at capital gains rates 
unless some of the limiting sanctions 
discussed later apply. (Is it any won- 
der that such a pyramiding of tax 
benefits would be carefully and jeal- 
ously scrutinized by the United States 
Treasury Department?) 


A Puerto Rican corporation has 
several disadvantages (other than the 
risk that it may be attacked by the 
Internal Revenue Service on other 
grounds) which include the fact that 
the 85 per cent dividends-received 
credit for a parent corporation is not 
allowable, and no tax benefits can be 
claimed for losses of a subsidiary for- 
eign corporation. Such a corporation, 
furthermore, does not have the same 
degree of protection afforded within 
the States to domestic corporations. 


Without ruling out the many pos- 
sible positions which could be asserted 
by the Internal Revenue Service to 





* 1954 Code Sec. 881. 
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" 1954 Code Sec. 882. 
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shorten the vacation, or at least crimp 
it, some of the danger areas are sug- 
gested. These danger areas do not 
necessarily apply across the board to 
all corporations, domestic or Puerto 
Rican, doing business in Puerto Rico. 


One of the most disappointing and 
frustrating possibilities could be the 
success of the Treasury Department 
in holding that the proceeds upon 
liquidation or sale of stock in such a 
corporation would be taxable entirely 
at United States ordinary income tax 
rates under the so-called “collapsible 
corporation” provisions of the Inter- 
nal Revenue Code.” If the requisite 
view and elements exist, this is a very 
real and present danger, at least in 
the case of a domestic corporation, 
and, theoretically at least, the provi- 
sions might be applied to a Puerto 
Rican corporation, but on more tenu- 
ous grounds. The successful asser- 
tion of this position seems even more 
dubious if the foreign corporation 
realizes no taxable income with re- 
spect to property located in the United 
States, since in such a case there 
would apparently be no United States 
taxable income with respect to such 
property. However, the Treasury 
Department could take a position, 
which carries with it certain risks, 
that the liquidation of such a foreign 
corporation to a domestic parent or 
to mainland stockholders, or the sale 
by them of such stock, would never- 
theless be tantamount to “collapsing” 
the corporation before the realization 
by it of a substantial part of the “tax- 
able income to be derived from such 
property.” If the foreign corpora- 
tion’s property to any extent is lo- 
cated within the United States, the 
dangers of this provision would be 
more pronounced. 


These collapsible corporation pro- 
visions are a lurking peril especially 


in the case of a domestic corporation 





* 1954 Code Sec. 341. 
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operating a branch or subsidiary cor- 
poration in Puerto Rico, since these 
provisions relate to the manufacture, 
construction, production or purchase 
of property, which essentially are the 
only types of businesses which could 
qualify for the Puerto Rican tax ex- 
emption. Unless such a business is 
prepared to stay in Puerto Rico and 
operate for a period of at least three 
years after the completion of the man- 
ufacture, construction, production or 
purchase (of some types) of property, 
the proceeds from the liquidation or 
sale of stock of such a corporation 
could be taxed at ordinary income 
rates. Theoretically, at least, any 
corporation engaged in the tax-exempt 
enterprise of manufacturing and pro- 
ducing property would continue to 
remain subject to the collapsible cor- 
poration provisions (at least for that 
portion attributable to the last three 
years of operations) for so long as it 
continues so engaged, and, ironically, 
if it ceases to engage in such activi- 
ties, it would be subject to losing its 
Puerto Rican exemption. 


Another of the several danger areas 
is the power of the Commissioner of 
Internal Revenue to reallocate gross 
income, credits and deductions and 
allowances between entities owned or 
controlled by the same interests,*® 
and, apparently, whether or not the 
entities are organized within the 
United States. The risk of such a 
reallocation is enhanced by such fac- 
tors as the failure of the related inter- 
ests clearly to account for transactions 
between themselves, the failure to 
establish arm’s length and realistic 
values to the contributions made by 
each, and, through overenthusiasm to 
save taxes, the allocation to the for- 
eign company of income which right- 
fully or apparently (or even maybe) 
should be reported by the domestic 


mainland parent or affiliated company. 


* 1954 Code Sec. 482. 
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TEST YOUR TAX KNOW-HOW .. . 


The employer of Charles Brown, a 
sales clerk, pays $100 toward his 
tuition at an accounting school. 
Is this $100 includible in 

Brown's gross income? 

(See page 600.) 


Other factors which would give the 
Internal Revenue Service ammunition 
for reallocating income as being from 
United States sources and taxable 
within the United States could be (1) 
the failure to separate sufficiently the 
management of the separate interests, 
(2) the failure to negotiate contracts and 
pass title in the foreign country, (3) the 
failure to maintain an active office on 
the foreign scene or (4), in a nutshell, 
the failure to conduct the foreign 
business substantially from the main- 
land by the same persons who man- 
age the continental business. 


In the case of a foreign corporation, 
there is a specific Internal Revenue 
Code section ** which provides that 
for the purposes of other provisions 
of the Code—such as, an attempted 
liquidation of a foreign subsidiary 
tax-free, tax-free incorporation where 
a transfer of property is involved, par- 
ticipation in a tax-free reorganization, 
tax-free spin-offs,. etc.—advance ap- 
proval must be obtained by the Secre- 
tary of the Treasury or his delegate, 
who must be satisfied that the trans- 
action is not pursuant to a plan hay- 
ing as one of its principal purposes 
the avoidance of federal income taxes. 
In the case of corporations having the 
relationship being considered herein, 
it is not too likely that the Commis- 
sioner would be so satisfied. How- 
ever, the provisions relating to capital 
gains upon complete liquidation of a 
corporation should be applicable un- 
less the Commissioner is successful in 
asserting the collapsible corporation 
provisions, the reallocation of income 


* 1954 Code Sec. 367. 


Puerto Rico 


provisions, the classification of income 
from United States or foreign sources, 
the accumulated earnings tax (only in 
the case of a domestic corporation, 
however), the foreign personal hold- 
ing company provisions, or some 
other provision such as the age-old 
uncertain doctrine of “substance over 
form.” 


A problem within the tax area which 
may prove troublesome for a business 
which goes to Puerto Rico is the lack 
of assurance that a substantial part 
of the income realized may not come 
within the classification of income 
from sources within the United States, 
or income from sources partly within 
and partly without the United States, 
and consequently be subject to fed- 
eral taxes. A domestic corporation 
is taxable on all income from what- 
ever sources derived, foreign or do- 
mestic, with the exception of a 
“United States possession corpora- 
tion” or a “Western Hemisphere 
Trade Corporation.” A Puerto Rican 
corporation, however, which is en- 
gaged in business in the United States 
and derives income from United States 
sources is a resident foreign corpora- 
tion and is taxed on the income from 
United States sources at federal tax 
rates, as in the case of a domestic 
corporation. 


But here lies the core of the prob- 
lem: A Puerto Rican corporation can 
never be absolutely sure that it is 
not “engaged in business” in the 
United States within the meaning of 
the Internal Revenue Code if it mar- 
kets its “manufactured product” in 
the United States—unless the corpo- 
ration is willing to go to very substan- 
tial lengths to assure that the “sales” 
are made in Puerto Rico. 


In this connection, Section 863 of 
the Internal Revenue Code of 1954 
provides that income derived from the 


599 





sale of personal property produced in 
whole or in part by the taxpayer 
without the United States and sold 
within the United States, or derived 
from the purchase of personal prop- 
erty without the United States and 
its sale within the United States, shall 
be treated as derived partly from 
sources within and partly from sources 
without the United States. A very 
complicated allocation formula and 
a very broad discretion with the 
Commissioner of Internal Revenue in 
the administration thereof are to be 
applied in determining how much of 
the income is from United States 
sources. In an attempt to avoid in- 
volvement with this problem, the 
place of “sale” in the case of a Puerto 
Rican corporation should also be in 
Puerto Rico. From a practical stand- 
point, however, this is not as easy as 
it may sound, not only because the 
legal tests applied in determining 
what a “sale” is are none too defini- 
tive, but also because, for practical 
reasons, the business may be unable 
or unwilling to do all things necessary 
to meet the legal tests for effecting 
the sales in Puerto Rico. 


Section 1.861-7 of the Commission- 
er’s Regulations provides that in 
determining the country in which per- 
sonal property is sold “a sale of 
personal property is consummated at 
the time when, and the place where, 
the rights, title, and interest of the 
seller in the property are transferred 
to the buyer. Where bare legal title 
is retained by the seller, the sale shall 
be deemed to have occurred at the 
time and place of passage to the 
buyer of beneficial ownership and 
the risk of loss. However, in any case 
in which the sales transaction is ar- 
ranged in a particular manner for the 
primary purpose of tax avoidance, 
the foregoing rules will not be applied. 
In such cases, all factors of the trans- 
action, such as negotiations, the exe- 
cution of the agreement, the location 


600 


August, 1960 °®@ 


ANSWER TO THE TAX KNOW-HOW 
QUESTION ON PAGE 599... 


Yes. 


of the property, and the place of pay- 
ment, will be considered, and the sale 
will be treated as having been con- 
summated at the place where the sub- 
stance of the sale occurred.” 


While, on the one hand, adopting 
the well-established “title passage 
test” for which there is substantial 
court authority, the foregoing provi- 
sion of the regulations leaves an “out” 
to invoke “substance” where tax 
avoidance is in the picture. 


Although one could discard such 
flexibility as ridiculous and dismiss it 
as involving no risks, such an attitude 
would be ill-advised unless the Puerto 
Rican corporation is to take the safest 
of courses by having all, or substan- 
tially all, of the elements of the con- 
summation of sales take place in 
Puerto Rico. These elements include 
negotiation and execution of the con- 
tract of sale, place of payment of pur- 
chase price, and place of passage of 
title and risk of loss, evidenced by, 
but not necessarily controlled by, 
shipment “F. O. B. Puerto Rico” or 
similar method. 


Another factor to consider seriously 
to assure that the “substance” of the 
“sale” takes place in Puerto Rico is 
the extent to which the office and 


management forces are physically 
located in Puerto Rico—the more, the 
safer. 


Particularly in the case of a busi- 
ness which is entirely new, whether 
on the mainland or in Puerto Rico, it 
is reasonable to expect some degree 
of sales resistance on the part of prospec- 
tive customers to purchasing a new 
product. Furthermore, in the case of 
a new product manufactured by a 
Puerto Rican corporation, customers 
may balk upon having legal title pass 
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in Puerto Rico where the risk of loss 
is upon them as purchasers. Notwith- 
standing the tax disadvantages of hav- 
ing title pass in the United States, for 
purely business and economic reasons 
the Puerto Rican new business well 
might consider that a sale subject to 
United States tax is better than no 
sale at all. In the case of the Puerto 
Rican corporations it is only that in- 
come which is from sources within 
the United States—that is, sales com- 
pleted from “engaging in business” 
in the United States—that would be 
subject to the United States tax. 
From this standpoint, it would be 
more advantageous to employ a Puerto 
Rican corporation than a domestic 
United States possession corporation, 
because the latter corporation would 
subject its entire income to United 
States tax if its income from United 
States sources should exceed 20 per 
cent of its total income for the tax- 
able year. 


In summing up the general effect of 


the federal tax provisions which have 
a bearing on launching upon a Puerto 
Rican venture, apparently the safest 
of several alternative types of organiza- 
tion for such a business would be a 
Puerto Rican foreign corporation. 
Even this, however, carries with it 
many risks, including the rather com- 
plex problem of determining whether 
any income is derived from sources 
within the United States, whether the 
Puerto Rican corporation is engaged 
in business within the United States, 
and, in the case of related interests 
in the United States, the potential 
hazard that a substantial part of the 
income will be taxed in the United 
States. There is the further possi- 
bility that the collapsible corporation 
provisions may come into play, and if 
they do, they could play havoc by 
producing ordinary income instead of 
capital gains in the case of liquida- 
tion or the sale of stock. 


Puerto Rico 


Possibilities That Laws May Change 


There is some speculation that Puerto 
Rico will not find it necessary to 
extend any of the exemptions soon 
to expire for many of the corpora- 
tions doing business in Puerto Rico 
and, further, that it may, in fact, in 
the none too distant future, close the 
door to any new and further exemp- 
tions by repealing the Industrial In- 
centive Act of 1954, as amended. 
Although it is difficult to speculate 
how a business which has obtained 
an exemption with several years to 
run would have its charter revoked as 
long as it conforms with the charter 
provisions and the spirit of the exemp- 
tion, the administrators of the act do 
have quite broad discretionary powers. 
It is remotely conceivable that they 
would grasp at arbitrary straws to 
find reasons for revoking the exemp- 
tion. This is too nebulous an area, 
however, to say much more than that 
there may be a risk involved. 


On the United States end of the 
prospective legislation picture, it is 
also difficult to perceive any clues that 
the Internal Revenue Code may be 
amended in such a manner as to make 
the conduct of a business in Puerto 
Rico any less attractive than it is 
under present law. There are, how- 
ever, several movements under way 
and there are opposing factions at 
work which deal with the tax aspects 
of doing business abroad generally, 
and which deal, in a more specific re- 
spect, with Puerto Rico’s immediate 
geographical neighbor, the Virgin 
Islands. 


For some time there have been certain 
members of Congress—more notably, 
Congressman Boggs of Louisiana 
who have sought to promote tax in- 
centives for United States domestic 
corporations to engage in foreign busi- 
ness on a more substantial scale than 
present tax laws now make economically 
attractive or feasible. Whether this 
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movement is motivated by private 
business or by a broader international 
political and economic policy of keep- 
ing the “free” Western world in- 
dustrially in step with the Communist 
nations in the Space Age, the progress 
made thus far has not been too 
substantial, 


The Foreign Investment Incentive 
Tax Act of 1960 embodied in H. R. 5, 
the so-called “Boggs Bill,” would, in 
general, provide to domestic corpora- 
tions the right to defer tax on income 
realized abroad (in certain “less de- 
veloped countries” not including Can- 
ada, Japan and most of Western 
Europe) until repatriated to the United 
States. In this connection, as has 
already been discussed, such deferral 
is possible under present law in 
the case of foreign corporations or 
United States possession corpora- 
tions. The House Ways and Means 
Committee amended the bill as ori- 
ginally submitted to eliminate some 
of the sections of the bill which were 


objected to by the Treasury Depart- 


ment. On May 18, 1960, the House 
(by a margin of only three votes) 
passed the bill after still further amend- 
ments, having previously returned it 
to the committee. 


At the time of submitting this 
article for publication, the bill was 
pending with the Senate Finance Com- 
mittee. The ultimate outcome of the bill 
in the Senate is not known, but some of 
the amendments of the bill and the 
slow uncertain course of its considera- 
tion may be, in part at least, due to 
the influence of Congressional factions 
who fear the bill would discrimi- 
nate against businesses confining their 
activities to the mainland. How strong 
these factions are remains to be seen, 
but it is conceivable that, combined 
with others differently motivated but 
in the same direction—such as the 
United States Treasury Department— 
they could temper, if not arrest, the 
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inroads sought by those who are 
trying to promote further tax or busi- 
ness incentives on the international 
level. To say that they may attempt 
to amend the tax laws to reduce sub- 
stantially the tax attractiveness of 
doing business in Puerto Rico, and 
be successful on this score, is prob- 
lematical. All that safely can be 
said now is that thus far the Boggs 
Bill, in the watered-down version, is 
not yet and may never become law. 
The slow progress may suggest that 
the continental business interests who 
fear and wish to avoid any unfavor- 
able competitive situations the bill 
might create still have a strong voice 
in Congress. 


The Virgin Islands, a United States 
possession adjacent to Puerto Rico to 
the east, is somewhat unique from a 
tax standpoint in that under the 
Organic Act, as amended in 1954, un- 
der which its government operates, 
United States and Virgin Islands 
citizens and corporations residing in 
the Virgin Islands pay all taxes im- 
posed by the Internal Revenue Code 
of 1954 on income from United States 
and Virgin Islands sources alike di- 
rectly to the Virgin Islands treasury. 
Apparently jealous of the relatively 
utopian economy being developed by 
its immediate neighbor, the Virgin 
Islands government recently passed 
an act which would grant “subsidies” 
to new businesses coming to the Virgin 
Islands, measured upon certain per- 
centages of the taxes paid by such 
businesses. However, the subsidies 
did not go nearly as far as the full 
exemptions afforded by Puerto Rico. 
Shortly thereafter, H. R. 5547 was in- 
troduced by Chairman Mills of the 
House Committee on Ways and 
Means for the purpose of closing the 
door to any further tax subsidies by 
the Virgin Islands government. In 
reporting the bill to the House, the 
committee indicated its approval of 
the objective of the Virgin Islands in 
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affording an incentive to attract new 


business there, but further observed 
that it considered it necessary and 
desirable to restrict any further sub- 
sidies. The provisions of the bill 
which passed the House have been 
approved by the Senate Finance Com- 
mittee, which added several unrelated 
major Internal Revenue Code amend- 
ments before reporting the bill to the 
Senate. The action taken thus far on 
the bill may suggest that some Con- 
gressional members have sympathetic 
ears for the “stay-at-home” businesses 
—the vast majority numerically—that 
favor moderation in any further ex- 
tension of tax bounties for doing 
business abroad. 


There is, however, insufficient de- 
cipherable handwriting on the walls 
of Congress to predict what will hap- 
pen next in this area. 


If the situation with Russia grows 
more strained than it is and more 
spending is required for defense, mis- 
sile, satellite and other astronomically 
costly programs, further revenue will 
have to be procured both by amended 
tax legislation and more rigid enforce- 
ment by the Internal Revenue Service. 
Such developments could take place 
in the near future, and, as a conse- 
quence, the concessions enjoyed by 
Puerto Rican investors could be sub- 
stantially curtailed. 


The predictability of what may hap- 
pen is further frustrated by other 
political considerations. Puerto Ricans, 
not otherwise citizens of the United 
States, are, of course, neither repre- 
sented in Congress nor eligible to 


vote in United States elections. This 
is not to suggest that Congress will 
necessarily take action adversely af- 
fecting Puerto Rico’s business future; 
but these facts might well be perti- 
nent in determining a future course 
of national action, in the formulation 
of which there also may have to be 
taken into account the question as to 


Puerto Rico 


how many United States citizens— 
most of whom complain to varying 
degrees about their unfair share of 
the tax burden—are sympathetic to- 
ward the relatively few businesses 
which pay no taxes at all, United 
States or Puerto Rican. 


With Hawaii and Alaska acquiring 
statehood and breaking the ice in this 
regard for noncontiguous United States 
territories, conceivably Puerto Rico 
could become state number 51—if, in- 
deed, enough people, United States 
and Puerto Rican, desire it. Develop- 
ments along this line apparently have 
not progressed too far, and it is quite 
obvious that those who would most 
strongly protest Puerto Rican state- 
hood are the business interests enjoy- 
ing the “tax holiday.” With the 
subjection to the United States tax 
structure applicable to each state, the 
possible revocation of these exemp- 
tions would create quite a furor. Al- 
though this eventuality is not imminent, 
statehood would be incompatible with 
continued freedom from all taxation. 


Additional Economic 
and. Business Considerations 


Taxes have played such a substantial 
role in modern-day business activity 
as to obscure and oftentimes distort 
some of the many other considera- 
tions which affect one’s decision as to 
whether or how to launch upon a new 
business or to expand into different 
areas. Tangible and intangible eco- 
nomic, political and social factors 
should be considered seriously in de- 
termining whether taking a business 
to Puerto Rico may not be inadvisable, 
after all. 


One such economic factor is that it 
is almost invariably true that a new 
business loses money during the first 
period of its operations until it gets 
on its feet, irons out labor and man- 
agement problems, streamlines methods 
of production and processing and 





works out the many problems involved 
in obtaining raw materials (which are 
often scarce), marketing and trans- 
portation—all through the trial-and- 
error apprenticeship for which there 
have been discovered few substitutes. 
With taxes, temporarily at least, out 
of the way, profitable operations rea- 
sonably could be expected much earlier, 
provided other factors are not off- 
setting. It is reasonable to assume, 
however, that with few exceptions 
early losses can be expected without 
regard to the taxless factor. 


Since the purpose of the tax exemp- 
tion is to attract new business to the 
island which is prepared to remain a per- 
manent part of the local industrial 
economy, rather substantial initial 
capital outlays are insisted upon as a 
prerequisite to obtaining exempt status 
as a good faith deposit to assure per- 
manency, This initial capital invest- 
ment not only could prove to be 
costly but also could help to assure 
that early operating losses would be 
suffered. For a foreign corporation, 
or, for that matter, a United States 
possession corporation, the Puerto 
Rican exemption from tax has at least 
temporary negative value, since the 
operating losses cannot be absorbed 
by current profit, as in the case of an 
election under Subchapter S of the In- 
ternal Revenue Code, or against sub- 
sequent profit, as in the case of net 
operating carry-overs. These 
options are not available to a Puerto 
Rican corporation. 


loss 


If a business is organized in Puerto 
Rico, heavy capital outlays are made 
to obtain exempt status, operating 
losses are suffered for the first few 
years of operations, and, for some 


* United States Bureau of the Census, 
Statistical Abstract of the United States: 
1959, p. 921, which reflects that in 1958 
the combined male and female labor force 
in Puerto Rico was 637,000 of which 82,000, 
or 12.9 per cent, were unemployed. The 
labor force for the years 1955 and 1957 was 
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reason—which is entirely within the 
sphere of possibility—the corporation 
continues to lose money, not only 
would the tax exemption be useless, 
if not a handicap taxwise, but also the 
financial loss of the business through 
abandonment, bankruptcy, or a sellout 
at a still further financial loss (which 
is not tax-deductible against ordinary 
income) would ensue. 


When some of the other business 
and economic factors are considered, 
business interests investigating the 
Puerto Rican “tax haven” may find 
that there are, after all, too many 
possible risks that the business will 
lose money from the beginning until 
the very disastrous end. 


When the Puerto Rican tax exemp- 
tion and industrialization program 
started out, the availability of low- 
cost native labor was one of the im- 
portant economic inducements to 
attract foreign industry. Although 
the unemployed labor force in quan- 
tity, if not quality, has still not been 
absorbed,** the cost of industrial labor 
has increased substantially.%° The in- 
dustrial opportunities and accommo- 
dations in Puerto Rico may soon 
approach the saturation point, and 
available native labor may become 
essentially fully employed, with the re- 
sult that the competition for labor could 
prove both frustrating and costly. The 
natural consequence would be sub- 
stantially increased wages, conceivably 
to such an extent that the comparative 
wage scale would far surpass that on the 
continent. Under such circumstances, 
labor unionization and problems con- 
nected with wage scales could become 
problems of great magnitude which 


approximately the same combined total, but 
the percentage then unemployed was 15.2 
per cent and 13.2 per cent, respectively. 

* United States Bureau of Labor Statis- 
tics, “Minimum Wages in Puerto Rico 
Under the FLSA,” 83 Monthly Labor Review 
370-375 (April, 1960). 
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would adversely affect the permanency 
of the Puerto Rican venture. 


But the potential cost of Puerto 
Rican labor is not necessarily to be 
confined merely to the hourly wage 
scale. Because of its historically 
agrarian economy, the availability of 
technological know-how of Puerto 
Rican labor has always had its limita- 
tions, and with the infiltration and 
absorption by the many industries 
who have recently gone to Puerto Rico, 
doubtless comparatively few of this class 
of laborers remain unemployed. Part 
of this shortage may be filled by 
educational and training programs, 
but it is reasonable to expect that the 
availability of graduates will lag 
behind the rate of the ever-increasing 
demands created by the influx of new 
industry. 


Still in the labor vein, a prospective 
new business should investigate the 
comparative efficiency of the available 
(if it is available) labor for the par- 
ticular need each type of industry 


will demand, and also should inquire 
of other industries now on the island 
as to how Puerto Rican labor com- 
pares with that in the United States. 
If there is a substantial variation in 
this regard, the inefficiency per unit 
of production could be quite costly. 


For the winter-weary Yankee, the 
climate in Puerto Rico is usually 
greeted at the beginning as a welcome 
relief. But this could well be com- 
pared with other overenthusiastic 
first impressions which, little by little, 
become disabused through the realiza- 
tion that it is either monotonous or 
disadvantageous. Tropical climates, 
by nature, encourage a more or less 
casual, if not lazy, attitude and are 
not conducive to the brisker pace of 
the temperate zones. Not that siestas 
and fiestas,are not all right and, in fact, 
enjoyable; they indisputably have an 
effect on the productivity and desire 
for productivity of labor. This habit 


Puerto Rico 


or condition is not necessarily con- 
fined to the natives—in fact, they are 
used to it—but the imported foreigners 
who have come to run the business 
and stay to take advantage of the 
individual tax exemption may soon 
find that they are “walking” the busi- 
ness instead. Their efficiency has 
slowed up to the pace more com- 
patible with the climate. 


A more nebulous factor which may 
have negative repercussions is that 
the present “attitude” of the Puerto 
Rican government toward foreign busi- 
ness may not necessarily be (or re- 
main) the same as the “attitude” of 
the native Puerto Rican citizens. 
Historically—and even as recently as 
President Eisenhower’s trip to the 
Latin American countries, including 
Puerto Rico, and the situation that 
has developed in Cuba—the native 
reaction has, at times, taken adverse 
turns toward foreign capitalistic ven- 
tures, particularly if coupled with the 
appearance (or local suspicion) of 
financial exploitation at the natives’ 
expense. Although most of the in- 
vestors in Puerto Rico doubtless do 
not consider themselves United States 
imperialists, it is fair, however, to 
suppose that some of those who have 
gone there with a tax saver’s motives 
uppermost in mind are not the other- 
wise selfless type who generate in- 
ternational goodwill—whether con- 
sciously or not. Particularly as the 
available industrial sites, utilities and 
labor market reach the saturation point 
with the continued growth of the 
Puerto Rican exemption program, the 
present liberal attitude of Puerto Rico 
could change, with the result that new 
legislation and/or administration could 
become costly, and the resentment of 
the native citizens could eventually 
reach a serious stage, with cries of 
“Vamoose” or “Yankee go home.” 


Not only would the attempt to super- 
vise and administer the conduct of 
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We hear demands for billions 

of dollars of federal aid 

to education from areas which are 
short of school funds only 
because they hold down their 
own property taxes as a 

means of luring industries from other 
areas.—Arthur H. Motley, 
president of the 

Chamber of Commerce of the 
United States. 


foreign business from a continental 
base involve the serious tax results 
previously discussed, but also it is 
not generally economically feasible to 
conduct a business without sufficient 
qualified management personnel on 
the scene. Unless those interested 
are prepared to go or send competent 
supervisory personnel, and unless the 
latter are content to remain more or 
less permanently on the scene, serious 
problems affecting the success of the 
business could result. Many personal 
considerations would affect the will- 
ingness of such personnel to go to 
stay. These include family attach- 
ments, commitments, responsibilities 
and desires; the availability of suit- 
able residential accommodations and 
schools; social affiliations; customs; 
and any number of personal factors. 
The average United States citizen, 
particularly if he is supervisory ma- 


terial, is accustomed to living on a 
standard which he either may not 
want to leave or to which he will 
want to return. 


Other business considerations which 
are logically obvious are those per- 
taining to market potential and a rea- 
sonable assurance of the permanency 
thereof, as well as the additional costs 
of obtaining raw materials and dis- 
posing of the manufactured product 
and other problems involved in trans- 
portation, including insurance, risks 
of loss and the time element, not only 
in transportation but in communica- 
tions. As a general proposition, it 
would seem advisable for a new busi- 
ness venture to have a fairly firm and 
assured market for its new product 
manufactured in Puerto Rico, and, if 
possible, for tax and other reasons, to 
attain some assurance that the pur- 
chasers of the product would be will- 
ing to indulge in such formalities as 
are necessary to have title pass in 
Puerto Rico, which also means that, 
in substance, the purchaser must be 
willing to assume the risk of loss in 
transporting the product from Puerto 
Rico to the United States. 


The various factors discussed above 
will, of course, have different effects 


under different circumstances, but all 
should be considered. [The End] 


| THE TRUST AND THE TRUSTEE—Continued from page 584 


trusts. Many of the testator’s prob- 
lems closely resemble those of the 
grantor. Many .of the solutions pre- 
sented herein would be equally ap- 
plicable in the consideration of the 
testamentary trust.*® 


I would advise, wherever practically 
possible, the use of a sole disinterested 
corporate trustee. In certain limited 
situations a cotrustee could be used 
provided he was appointed in conjunc- 








*"H. Yohlin, Tax Saving Techniques in 
Testamentary Trusts (Practising Law Insti- 
tute, April, 1957), p. 21. 
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tion with a corporate trustee. Follow- 
ing this recommended trustee selection, 
the actual operation of the trust must 
be planned in order to achieve the 
maximum flexibility possible in ac- 
cordance with the desired tax benefits.*° 

The attempt to create a method of 
tax saving should not be defeated by 
the greed of a grantor or testator who 
literally wants to “have his cake and 
eat it too.” [The End] 


@ John Low, “How to Plan Powers for 
Trustees,” J. K. Lasser’s Estate Tax Tech- 
niques (1955), p. 1039. 
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A Change in Accounting Method 


By PHILIP MULLOCK 


To avoid the risk of the taxpayer's income being bunched into one taxable year 
when he sought to change his accounting method, Section 481 was drafted. 

It prescribes the rules to be followed in computing taxable income under a 
changed method of accounting. It first came into being with the 1954 Code and 
was later modified by the Technical Amendments Act of 1958. The author 

is assistant professor of law, Mercer University, Macon, Georgia. 


BASIC PROVISION of the Internal Revenue Code is that tax- 
able income shall be computed under a method of accounting which 
clearly reflects income.’ In order to clearly reflect income, all items 
of gross income and all deductions must be treated with consistency.’ 


As the Tax Court has pointed out: 


“The consistency required of taxpayers in reporting their income 
and the uniformity shown by petitioner consequently results .. . in 
the long-range consequences being no different under one system than 
under the other.” * 


In view of the importance attached to year-to-year consistency, a 
taxpayer who wishes to change his method of accounting must first 
secure the consent of the Commissioner.* The latter, as a condition 
to such consent, may require certain adjustments to be made in the 
year of change so as to prevent income or expenses from being in- 
cluded or deducted more than once, or to prevent their omission en- 
tirely.© This was the rule under the 1939 Code ® and is still the rule 
today.’ 


Where the change in accounting method was involuntary, that is, 
required by the Commissioner in order that income be clearly reflected, 
the position was different. To be sure, the 1939 Code permitted the 
Commissioner to require a change if the method did not clearly reflect 
income.* But neither the Code nor the regulations allowed the Com- 
missioner to make adjustments which, had the change been voluntary, 
* 1954 Code Sec. 446. 

* Regs. Secs. 1.446-1(a) (2), 1.446-1(c) (2) (ii). 

* Geometric Stamping Company, CCH Dec. 21,740, 26 TC 301 (1956). 
* 1954 Code Sec. 446(d); Regs. Sec. 1.446-1(e)(2) (i). 

® Regs. Sec. 1.446-1(e) (3). 

* Regs. III, Sec. 29.41-2. 

* See footnote 5. 

® See footnotes 4 and 5. 
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he could have insisted upon as a con- 
dition precedent to his consent to the 
change. Thus a problem situation 
arose when the taxable year preceding 
the year of change was closed. 

At first the courts permitted the 
Commissioner to make adjustments 
in the year of change, where the prior 
year was closed, even though this re- 
sulted in bunching more than one 
year’s income into the year of change.° 
A split in authority developed, however, 
and culminated in the Second Circuit *° 
overruling its earlier decision which had 
permitted the Commissioner to bunch 
income into the year of change. From 
this point the weight of authority” 
tended to support the view that where 
the change was involuntary, the fact 
that the prior year—to which income 
was properly attributable under new 
method—was closed did not justify 
bunching such income into the year 
of change merely because it would 
otherwise. escape taxation entirely. 
Presumably this did not warrant mak- 
ing an exception to the annual ac- 
counting concept. 

This, then, was the situation with 
which Section 481 was enacted to 
deal. Where the change was volun- 
tary the bunching of incomé that 
occurred in the year of the change 
frequently resulted in an especially 
heavy tax burden. In the case of in- 
voluntary changes, income was escap- 
ing taxation entirely.” 

Section 481 was first introduced in- 
to the law with the 1954 Code. It 
provided that in the event of a change 
in method of accounting, adjustments 





* William Hardy, Inc. v. Commissioner, 36-1 
ustc § 9115, 82 F. 2d 249 (CA-2). 

” Dwyer v. Commissioner, 53-1 ustc J 9320, 
203 F. 2d 522 (CA-2). 

" E.g., David W. Hughes, CCH Dec. 20,257, 
22 TC 1 (1954); Textile Apron Company, Inc., 
CCH Dec. 19,958, 21 TC 147 (1953); D. E. 
Alexander, CCH Dec. 20,317, 22 
(1954). 

*"H. Rept. 775, 85th Cong., Ist Sess. 
(1957), pp. 19-21, 69-71; S. Rept. 1983, 85th 


608 


TG 234 


August, 1960 @ 


were to be made in the year of the 
change in order to prevent amounts 
from being duplicated or omitted. If 
the adjustments increased taxable in- 
come for the year of the change by 
more than $3,000, the resulting in- 
crease in tax was subject to two alter- 
native limitations. But no adjustment 
could be made with respect to an item 
properly allocable under the new 
method to a taxable year coming un- 
der the 1939 Code. The Technical 
Amendments Act of 1958 made ex- 
tensive changes. While retaining the 
general rule of Section 48l(a), an 
amendment was added permitting ad- 
justments to be made in the year of 
the change with respect to items re- 
lating to 1939 Code years as well as 
1954 Code years where the change 
was voluntary. In addition to the 
two alternative limitations on the in- 
crease in tax for the year of the 
change, new provisions were inserted 
to provide for the spread forward over 
a ten-year period of certain of the 
adjustments required in the case of 
a voluntary change. It will be ob- 
served that the amendments are aimed 
primarily at the voluntary change. 
Where the change is involuntary the 
taxpayer will fare no differently. 


During the period between the en- 
actment of the 1954 Code and the 1958 
amendments there appear to have 
been no developments under the stat- 
ute. It was not until February 20, 
1959, that regulations were finally pub- 
lished.** In interpreting the amended 
Section 481, considerable reliance has 


Cong., 2d Sess. (1958), pp. 44-49, 159-165; 
H. Rept. 2632, 85th Cong., 2d Sess. (1958), 
pp. 25-26; H. Rept. 1337, 83d Cong., 2d Sess. 
(1954), pp. 50, A164-A165; S. Rept. 1622, 
83d Cong., 2d Sess. (1954), pp. 65-66, 307-309. 

* Sec. 29, 72 Stat. 1606 (1958). 

*26 CFR 1.481, T. D. 6366, published in 
24 Federal Register 1307, dated February 20, 
1959. 
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of necessity been placed upon the 
regulations which, it may be added, 
incorporate the legislative history to 
a considerable extent. 


STATUTORY SCHEME 
IN GENERAL 


For simplicity of exposition in the 
text that follows: 

(1) The term “1954 year” means a 
taxable year beginning after Decem- 
ber 31, 1953, and ending after August 
15, 1954. 

(2) The term “1939 year” means a 
taxable year beginning before Janu- 
ary 1, 1954, and ending before August 
17, 1954. 

(3) “Adjustments” means the net 
income of the adjustments to the tax- 
able income for the year of change 
predicated upon the change in ac- 
counting method *® and will include: 

(a) Increases due to items of in- 
come being omitted in prior year(s) 
under the old method and omitted in 
the year of change under the new 
method; 

(b) Increases due to items of expense 
being deducted in prior year(s) under 
the old method and deducted in the 
year of change under the new method; 


(c) Reductions due items of in- 
come being included in prior year(s) 
under the old method and included in 
the year of change under the new 
method ; 


(d) Reductions due to items of ex- 
pense being omitted in prior year(s) 
under the old method and omitted in 
the year of change under the new 
method. 


* Regs. Sec. 1.481-1(a), (b), (c). 

* This is what the regulations refer to as 
“Adjustments attributable to pre-1954 Code 
years”; e.g., Regs. Sec. 1.481-3, 4. 

* Regs. Sec. 1.481-1(c) (2) (i). 

* Regs. Sec. 1.481-1(c) (3). 
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(4) “Adjustments relating to 1939 
years” means that part of the actual 
adjustments required by Section 481 
(a)(2) which relates to 1939 years as 
defined in (2) above. 

(5) The term “1939 year adjust- 
ments” means the adjustments that 
would have been required under Sec- 
tion 481(a)(2) if the year of change 
had been the first 1954 year as defined 
in (1) above.”® 


(6) “Voluntary change” means a 
change in accounting method initiated 
by the taxpayer.” 

(7) “Involuntary change” means a 
change in accounting method initiated 
by the Commissioner.** 

It should be noted that a voluntary 
change includes not only a change 
originated by securing the consent of 
the Commissioner but also a change 
made without the advance approval 
of the Commissioner.’® A change in 
the taxpayer’s method of accounting 
required as a result of an examination 
of the taxpayer’s return will not be 
considered as initiated by the tax- 
payer.*° However, a taxpayer who, 
on his own initiative, changes his 
method of accounting in order to con- 
form to the requirements of any in- 
come tax regulation or ruling shall 
not, merely because of such fact, be 
considered to have made an involun- 
tary change.** 


Concept of ‘‘Adjustment”’ 


Before any useful discussion of the 
statute can be embarked upon we 
must have a clear understanding of 
what is meant by the term “adjust- 
ment.” As will be seen, it is of par- 
ticular importance where the change 


® Regs. Sec. 1.481-1(c)(5); H. Rept. 775, 
85th Cong., Ist Sess. (1957), p. 20; S. Rept. 
1983, 85th Cong., 2d Sess. (1958), p. 45. 

* See footnote 19. 

* Regs. Sec. 1.481-1(c) (5). 








is initiated by the Commissioner. And 
as most of the litigation under the 
statute will probably be concerned 
with involuntary changes, it is essen- 
tial that taxpayers understand pre- 
cisely what is to be taken into account 
in arriving at the dollar amount of 
“those adjustments which are deter- 
mined to be necessary solely by reason 
of the change. ...” 

The regulations provide that a 
change in method of accounting to 
which Section 481 applies includes a 
change in the over-all method of ac- 
counting for gross income or deduc- 
tions, or a change in the treatment 
of a material item.*? Moreover, the 
adjustments must take into account 
inventories, accounts receivable, ac- 
counts payable, and any other item 
determined to be necessary in order 
to prevent amounts from being dupli- 
cated or omitted.** In the case of a 
change in the over-all method of ac- 
counting, such as from the cash to 
an accrual method, “net amount of 
the adjustments” means the consoli- 


dation of adjustments (whether the 
amounts thereof represent increases 


or decreases in items of income or 
deductions) arising with respect to 
balances in various accounts—such as 
inventory, accounts receivable and 
accounts payable—at the beginning 
of the taxable year of the change.** 
Where the change relates to the treat- 
ment of a single material item, the 
amount of the adjustment is determined 
with reference only to the net dollar 
balances in that particular account.” 


Though helpful, the foregoing does 
not give a clear answer to what, par- 
ticularly in the case of an involuntary 
change, is a question of vital impor- 
tance: In determining the required 
adjustments, do we look only at the 
balances in the various accounts or 
must we go further and examine each 





* Regs. Sec. 1.481-1(a) (1). 
* Regs. Sec. 1.481-1(b). 
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item making up the balance? In the 
example given in Regulations Section 
1.481-2(d), the adjustment necessi- 
tated by an involuntary change from 
cash to accrual method in the taxable 
year 1958 relates to inventory. Prior 
to Section 481, the Commissioner, 
while increasing taxable income for 
the year of the change by the amount 
of the closing inventory, would have 
been compelled to allow a reduction 
for the amount of the opening inven- 
tory even though the taxpayer had 
already claimed deductions for the 
whole of such amount in prior closed 
years under the cash method. With 
the enactment of Section 481, the Com- 
missioner may now increase the 
taxable income for the year of the 
change by the amount of such open- 
ing inventory, thus avoiding the al- 
lowance of a double deduction to the 
taxpayer. But the example makes it 
abundantly clear that the Commis- 
sioner can only increase the taxable 
income for the year of the change by 
so much of the opening inventory as 
was purchased and deducted under 
the cash method in prior closed years 
coming under the 1954 Code. To the 
extent that any portion of such open- 
ing inventory was purchased and 
deducted in prior closed years coming 
under the 1939 Code, no adjustment 
can be made. This, of course, is be- 
cause Section 481(a)(2) states with- 
out equivocation that in the case of an 
involuntary change “there shall not 
be taken into account any adjustment 
in respect of any taxable year to which 
this section does not apply. # 


This illustrates, it is submitted, 
that the major premise upon which 
the example referred to rests is that 
the item aspect of tax accounting is 
embodied in the concept of “adjust- 
ment” as used in Section 481. In 
other words, not only must the bal- 
ances of the various accounts taken 


* Regs. Sec. 1.481-1(c) (1). 
* Regs. Sec. 1.481-1(c)(1). 
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into account in the year of the change 
be considered, but each constituent 
item making up the balance must also 
be scrutinized. If the change in method 
of accounting results in the duplica- 
tion or omission of any particular 
item, an appropriate adjustment must 
be made. Such an interpretation of 
“adjustment,” moreover, is in harmony 
with the “item” aspect of those other 
provisions of the 1954 Code, Sections 
1311-1315, which Section 481 overlaps. 


General Prerequisites 


Whether the change in accounting 
method be voluntary or involuntary, 
the year of change must be a 1954 
year,”* and the taxable year preceding 
the year of change must be closed. 


Negative Adjustments 


If the net amount of the adjust- 
ments reduces the taxable income for 
the year of change, it is to be given 
effect in the year of change regard- 
less of whether the reduction is more 
or less than $3,000 or whether the 
change is voluntary or involuntary.” 
In the case of an involuntary change, 
the Dwyer rule ** will continue to ap- 
ply to the extent that adjustments 
relate to prior closed 1939 years.”® 
This means that no adjustments can 
be made in the year of the change 
with respect to items properly al- 
locable under the new method of ac- 
counting to taxable years coming 
under the 1939 Code. Such adjust- 
ments cannot be bunched into the 
year of the change if the change is 
involuntary. 

* Technical Amendments Act of 1958, 
Sec. 29(d)(1); H. Rept. 775, 85th Cong., Ist 
Sess. (1957), p. 71; S. Rept. 1983, 85th 
Cong., 2d Sess. (1958), p. 48. 

7 Regs. Sec. 1.481-1(c)(4); S. Rept. 1983, 
85th Cong., 2d Sess. (1958), p. 45. 

* See introduction, text at footnote 10. 

1954 Code Sec. 481(a)(2): “. . . except 
there shall not be taken into account any 


adjustment in respect of any taxable year to 
which this section does not apply unless the 
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Adjustments Increasing Taxable 
Income by $3,000 or Less 


Involuntary change. — All adjust- 
ments must be made in the year of 
change and must relate to prior closed 
1954 years.*° To the extent that ad- 
justments relate to prior closed 1939 
years, the Dwyer rule will apply.™ 


Voluntary change.—All adjustments 
must be made in the year of change. 
The prior closed years to which they 
relate can be both 1954 and 1939 years.** 


Adjustments Increasing Taxable 
Income by More Than $3,000 


The $3,000 dividing line is signifi- 
cant in two respects: 


(1) with regard to the tar attribut- 
able to the increase in taxable income 
for the year of change predicated 
upon the adjustments: If the adjust- 
ments increase taxable income by 
more than $3,000, then the consequent 
increase in tax is subject to two al- 
ternative limitations set out in Section 
481(b)(1) and (2). These limitations 
apply to both voluntary and involun- 
tary changes. Where the change is 
involuntary, the adjustments must 
relate to 1954 years only.* 

(2) with respect to the quantum of 
taxable income: In the case of a volun- 
tary change, if the 1939 year adjust- 
ments exceed $3,000, a portion of the 
actual adjustments equal thereto is 
segregated and spread forward over 
a ten-year period commencing with 
the year of change, in accordance with 
Section 481(b)(4). Only the balance 


adjustment is attributable to a change in the 
method of accounting initiated by the tax- 
payer.” H. Rept. 775, 85th Cong., Ist Sess. 
(1957), p. 20; S. Rept. 1983, 85th Cong., 2d 
Sess. (1958), p. 45. And see the example in 
Regs. Sec. 1.481-2(d). 

” See footnote 29. 

* See footnote 28. 

® See footnote 29. 

* See footnote 29. 





of the actual adjustments is then 
taken into account in the year of 
change. If it is more than $3,000, the 
limitations of Section 481(b)(1) and 
(2) again apply. And if the taxpayer 
elects under Section 481(b)(6) to 
have the total adjustments (including 
the portion to which Section 481(b) 
(4) would apply) taken into account 
in the year of the change, then the 
limitations of Section 481(b)(1) and 
(2) apply to the total. 

The distinction ** drawn in the 
above definitions between “adjust- 
ments relating to 1939 years” and 
“1939 year adjustments” is important 
but is significant only with respect to 
a voluntary change. If the change is 
involuntary the adjustments must re- 
late to 1954 years and Section 481(b) 
(4) does not apply. The former of 
the definitions refers to those actual 
adjustments required by Section 481 
(a)(2) which relate to taxable years 
coming under the 1939 Code; whether 
or not the total adjustments exceed 
$3,000 is immaterial insofar as the 
definition is concerned. The term 
“1939 year adjustments” applies only 
where the total adjustments required 
by Section 481(a)(2) exceed $3,000 
and even though no part thereof actu- 
ally relates to taxable years coming 
under the 1939 Code. Because the 
distinction is significant only in the 
case of a voluntary change, it also 
serves to point up the different conse- 
quences under the statute as between 
voluntary and involuntary changes. 

To take the latter case first: If the 
adjustments which relate to 1954 years 
exceed $3,000, the limitations of Sec- 
tion 481(b)(1) and (2) apply; if 





* This distinction is not directly adverted 
to in the legislative history, and no doubt as 
a practical matter it may not be too im- 
portant in view of the fact that four years 
have now elapsed since the effective date of 


the 1954 Code. However, there is nothing 
in the legislative history to preclude drawing 
such a distinction from the plain meaning 
of the statute. See footnote 29 and also 
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$3,000 or less, the adjustments must 
be taken into account in the year of 
the change without limitation upon 
the resulting increase in tax. No ac- 
count is taken of either actual adjust- 
ments which relate to 1939 years or of 
1939 year adjustments.** In the case 
of a voluntary change, account must 
be taken of both, and the limitations 
of Section 481(b)(1) and (2) also ap- 
ply. If the 1939 year adjustments 
exceed $3,000, Section 481(b) (4) will 
operate so as to reduce to the extent 
thereof the amount of the actual ad- 
justments to be taken into account in 
the year of the change. And if the 
remaining adjustments still exceed 
$3,000, the resulting increase in tax is 
subject to the limitations of Section 
481(b)(1) and (2).%° The taxpayer, 
moreover, can avoid the spread for- 
ward of the 1939 year adjustments by 
electing to have the total adjustments 
taken into account in the year of the 
change; in which case the total ad- 
justments receive the benefits of Sec- 
tion 481(b)(1) and (2). 

This difference in consequences as 
between the two types of changes 
rests on a point of statutory construc- 
tion. The adjustments which are to 
be taken into account under the stat- 
ute are those which come within 
Section 481(a)(2). Thus Section 481 
(a)(2) defines the total of the actual 
adjustments required by reason of the 
change. And in order that Section 
481(b)(1) or (2) may apply, the total 
adjustments required by Section 481 
(a)(2) must exceed $3,000. If such 
is the case, then, it would seem rea- 
sonable to argue it is of no conse- 


S. Rept. 1983, p. 160, second and third full 
paragraphs. 

* The example given in Regs. Sec. 1.481-3 
is incorrect and misleading; see text, p. 620. 

* Regs. Sec. 1.481-4(e). The examples 
given in the regulation would have been 
more helpful had the amounts been within 
the range adopted in the two tables herein. 
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‘ increasingly stiff competition 
from foreign manufacturers and 
producers of raw material represents 
a very serious problem not only to the 
mining, manufacturing and agricultural 
producers in this country, but also to 
their employees and the Government, 
which operates on revenues derived 
therefrom. Until fairly recently, 

the impact of this problem upon 

the manufacturing segment of the 
economy of this country was fairly 
limited and restricted to isolated 
areas. But more and more the 

trade in balance has broadened 

from the natural resources field 

into the manufacturing field 

and unless we find ways, in the 

near future, to curb this trend, 

this country is in for serious 
problems.—Senator Gordon Allott. 


quence that the deduction of an 
amount equal to the 1939 year adjust- 
ments reduces the total below $3,001. 
A reference to the wording of Section 
481(b), however, dispels this notion. 
Both Section 481(b)(1)(B) and (2) 


(A) as amended read as follows: 


“(If) the increase in taxable income 
for the year of the change which re- 
sults solely by reason of the adjust- 
ments required by subsection (a) (2), 
other than the amount of such adjust- 
ments to which paragraph (4) or (5) 
applies, exceeds $3,000.” ** 

The phrase in italics was inserted 
by the 1958 amendment.** If we were 
to say that the word “such” refers to 
“paragraph (4) or (5),” then the pas- 
sage would seem to involve a con- 
trariety. That is to say, Section 481 
(a)(2) relates to the actual adjust- 
ments required by the change, whereas 
Section 481(b)(4) and (5) refers to 
those adjustments which would have 
been required had the change been 
made in the first year coming under 

* Italics supplied. 


* Technical Amendments Act of 1958, Sec. 
29(b)(1), 72 Stat. 1628 (1958). 
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the 1954 Code. As it would not be 
possible to reduce the former by the 
latter, we must seek some other con- 
struction. And the only other which 
is feasible is to say that the word 
“such” refers to “the adjustments re- 
quired by subsection (a).” That this 
is also the correct construction be- 
comes apparent when we consider the 
wording of Section 481(b)(4)(A), 
which is as follows: 


“The net amount of the adjust- 
ments required by subsection (a), to 
the extent that such amount does not 
exceed the [1939 year adjustments] 

9? 39 

This makes clear that “1939 year 
adjustments” simply defines a measur- 
ing rod for determining that quantum 
of the adjustments required by Sec- 
tion 481(a)(2) to which the special 
treatment of Section 481(b)(4) is to 
apply. First, we must deduct from 
the actual adjustments required by 
Section 48l(a)(2) “the amount of 
such [481(a)(2)] adjustments” which 
is equal to the 1939 year adjustments. 
If the balance remaining does not ex- 
ceed $3,000, then Section 481(b)(1) 
and (2) will not come into play, and 
it will be taken into account in the 
year of change without benefit of any 
limitation upon the consequent in- 
crease in tax. To take the contrary 
position, namely, that Section 481(b) 
(1) or (2) would apply even though 
the balance were less than $3,000, 
would require the word “such” in 
Section 481(b)(1) and (2) to apply to 
the 1939 year adjustments, that is, to 
the words “paragraph (4) or (5)” 
rather than to “subsection (a).” But, 
as we have pointed out, this would 
not make sense because Section 481 
(b)(4)(A) makes it very plain that 
the 1939 year adjustments are not 
actually a part of the Section 481 (a) 
(2) adjustments. 


* Italics supplied. 





Before continuing with a more de- 
tailed consideration of the various 
provisions of the statute, it may be 
helpful to set out their relationship 
and application in tabular form. In 
reading the table, +1 and —1 should 
be taken as representing the ranges 


Total 481(a)(2) 
Adjustments 
Relating to Relating to 
1954 Years 1939 Years 


$ $ 


Nature 
of Change 


1. Vol. 


Vol. + 3,001 


Vol. + 3,001 


Vol. +1,501 + 1,500 


” Regs. 1,481-1 
(c) (4). 

" Regs. Sec. 1.481-1(c) (4). 

* Regs. Sec. 1.481-1(c) (4). 

* Regs. Sec. 1.481-1(c) (4). 

“ Regs. Sec. 1.481-1(c)(2) (i). 

“ Regs. Sec. 1.481-1(c) (2) (i). 
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1.481-1(c) (2) (i), 


Secs. 


August, 


N/A 


+1 to+3,000 and —1 to —3,000, re- 
spectively. Similarly, +3,000 and 
—3,000 stand for +1 to +3,000 and 
—1 to —3,000. The distinction which 
has just been drawn between a vol- 
untary and involuntary change is il- 
lustrated by items 11 to 14 and 15 
to 20. 


Section 481(b)(4) 
1939 Year 
Adjustments 


Method of Adjustment 


All in year of change, with- 
out limitation on increase in 
tas: 


All in year of change, with- 
out limitation on increase in 
ax.= 


All in year of change, with- 
out limitation on increase in 
a: 


All in year of change, with- 
out limitation on increase in 
tax. 


All in year of change, with- 
out limitation on increase in 
tax.** 
N/A All in year of change, with- 
out limitation on increase in 
tax.* 
N/A All in year of change, with- 
out limitation on increase in 
tax.* 
+ 3,000 $3,001 per 481(b) (1) or (2).*” 


+ 3,000 


$3,001 per 481(b) (1) or (2).* 


+3,000 $3,001 per 481(b) (1) or (2).* 
“Regs. Sec. 
make this clear. 
“ Regs. Sec. 1.481-1(c) (2) (ii). 
“Regs. Sec. 1.481-1(c)(2) (ii) 
made clear). 
“Regs. Sec. 
made clear). 
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1.481-1(c)(2)(i) does not 


(but xot 


1.481-1(c)(2)(ii) (but not 





Total 481(a)(2) 
Adjustments Section 481(b)(4) 
Nature Relating to Relating to 1939 Year 
of Change 1954 Years 19389 Years Adjustments Method of Adjustment 
11. Vol. + 6,000 +3,001 $2,999 in year of change * 
and $3,001 per 481(b) (4) ;°° 
or $6,000 per 481(b)(1) or 
(2) if elects per 481(b) (6).™ 


$2,999 in year of change * 
and $3,001 per 481(b) (4) ; or 
$6,000 per 481(b)(1) or (2) 
if elects per 481(b) (6). 


$2,999 in year of change * 
and $3,001 per 481(b) (4) ; or 
$6,000 per 481(b)(1) or (2) 
if elects per 481 (b) (6).*° 


$3,001 per 481(b)(1) or (2) 
and $3,001 per 481(b) (4) ; or 
$6,002 per 481(b)(1) or (2) 
if elects per 481(b) (6).™ 


Invol. ms Dwyer rule applies. 
Invol. +3,001 Dwyer rule applies.** 


Invol. +3,001 — 3,000 in year of change,” 
+3,001 per Dwyer rule.** 


Invol. +3,001 —3,001 in year of change,”® 
+3,001 per Dwyer rule.® 


Invol. +3,001 + 3,000 in year of change,” 
+3,001 per Dwyer rule. 


Invol. + 3,001 +3,001 N/ +3,001 per 481(b)(1) or 
(2) 


+3,001 per Dwyer rule. 


*W ithout limitation on increase in tax. 





” Regs. Sec. 1.481-1(c) (2) (ii). * See footnote 29. 
* Regs. Sec. 1.481-4(d)(1). * Regs. Sec. 1.481-1(c) (4). 
® Regs. Sec. 1.481-4(d)(1) (but not made ® See footnote 29. 

clear). ® See footnote 57. 
® Regs. Sec. 1.481-4(d)(1) (but not made ® See footnote 29. 

clear). * Regs. Sec. 1.481-1(c) (3). 
™ Regs. Sec. 1.481-4(d)(1) (but not made * See footnote 29. 

clear). * See footnote 61. 
*® See footnote 29, * See footnote 29. 


A Change in Accounting Method 





DETAILED PROVISIONS 


Limitations on Increase 
in Tax for Year of Change 

There are certain rules that govern 
the application of both Section 481 
(b)(1) and (2). First, if the change 
is involuntary, the adjustments must 
relate to 1954 years® and exceed 
$3,000. Second, if the change is vol- 
untary, the adjustments, which again 
must exceed $3,000, can relate to both 
1939 and 1954 years.* However, 
when the change is voluntary, Section 
481(b) (4) must always be considered. 
Where the 1939 year adjustments do 
not exceed $3,000, it is sufficient if the 
adjustments required by Section 481 
(a)(2) exceed $3,000. But if the 1939 
year adjustments do exceed $3,000, 
then the adjustments required by Sec- 
tion 481(a)(2) must equal the sum of 
the 1939 year adjustments plus $3,001 
or more in order to bring Section 481 
(b)(1) or (2) into play. 

Under these sections, the increase 
in tax attributable to the adjustments 
(other than those to which Section 
81(b)(4) applies) made in the year 
of the change cannot exceed the lesser 
of (1) the tax attributable to taking 
the adjustments into account in com- 


puting taxable income for the taxable 
year of the change, or (2) the tax at- 
tributable to the adjustments com- 
puted under Section 481(b) (1), or (3) 
the tax attributable to the adjustments 
computed under Section 481(b)(2). 
For the purpose of computing the in- 


creases in tax under these sections, 
there shall be taken into account the 
increase or decrease in tax for any 
taxable year preceding the taxable 
year of the change to which no adjust- 
ment is allocated under Section 481 
(b)(1) or (2) but which is affected 

© See footnote 29. 

* See footnote 29. 

"1954 Code Sec. 481(b)(3)(A); 
Sec. 1.481-2(c) (2), (3). 


616 


Regs. 


August, 1960 


by a net operating loss under Section 
172 or by a capital loss carry-over 
under Section 1212 determined with 
reference to taxable years with respect 
to which adjustments are allocated 
under Section 481(b)(1) or (2).* 


In the case of a change in account- 
ing method by a partnership, the ad- 
justments required by Section 481 are 
to be made with respect to the taxable 
income of the firm, but the limitations 
on tax under Section 481(b) apply to 
the individual partners.** Each part- 
ner must take into account his dis- 
tributive share of the partnership 
items, as so adjusted, for the taxable 
year of the change. Section 481(b) 
then applies to any partner whose 
taxable income is increased by more 
than $3,000 as a result of such adjust- 
ments to the partnership taxable in- 
come.®® It is not necessary for the 
partner to have been a member of the 
firm for the two taxable years next 
preceding the taxable year of the 
change of the partnership’s account- 
ing method in order to have the limi- 
tation provided by Section 481(b) (1) 
apply.” Alternatively, a partner may 
apply Section 481(b)(2) for the pur- 
pose of limiting the increase in his 
tax attributable to the increase in the 
taxable income of the firm.” 


Three-year allocation rule: Section 
481(b)(1).—This provision places a 
ceiling on the increase in tax for the 
year of change which is attributable 
to the increase in the taxable income 
for the year of change resulting from 
the adjustments. The increase in tax 
is limited to the aggregate of the in- 
creases in tax which would result if 
the adjustments were included rat- 
ably in the taxable year of the change 
and the two preceding taxable years. 

s. Sec. 1.481-2(c) (5). 
s. Sec. 1.481-2(c)(5). 


s. Sec. 1.481-2(c) (5). 
- Sec. 1.481-2(c) (5). 
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The phrase in parentheses ™ in Sec- 
tion 481(b)(1) means it is immaterial 
that either or both of the two preced- 
ing years was a 1939 year. It should 
be noted that in the case of an invol- 
untary change, both preceding years 
could not be 1939 years. This is be- 
cause the taxable year next preceding 
the taxable year of the change, that 
is, the taxable year to which the ad- 
justments would normally relate, must 
be a 1954 year if the change is in- 
voluntary. It is, of course, of no con- 
sequence that the adjustments do not, 
in whole or in part, in fact relate to 
the earliest of the two preceding 
years. The limitation applies only if 
the taxpayer used the old method of 
accounting for the two taxable years 
preceding the taxable year of the 
change. 


New accounting method allocation: 
Section 481(b)(2).— This provision 
also places a ceiling on the increase in 
tax for the year of change which is 
attributable to the increase in taxable 
income for the year of change result- 
ing from the adjustments, The tax- 
payer must establish from his books 
of account and other records what his 
taxable income would have been un- 
der the new method for one or more 
consecutive taxable years next pre- 
ceding the taxable year of the change. 
The method used in all such preced- 
ing years must have been the method 
used in the taxable year next preced- 
ing the year of change. The increase 
in tax is limited to the aggregate of 
the increases in tax which would re- 
sult from allocating to the one or 
more consecutive preceding taxable 
years so chosen that portion of the 
adjustments properly allocable thereto 
under the new method and from al- 
locating the balance of the adjust- 
ments, if any, to the taxable year of 
the change. Again, the phrase in 


"Or under the corresponding provisions 
of prior revenue laws. 
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parentheses ** means that it is imma- 
terial that the one or more preceding 
taxable years was a 1939 year. How- 
ever, as the preceding years are the 
taxable years to which the adjust- 
ments are actually allocable under the 
new method, the phrase can have no 


-significance if the change is involun- 


tary, that is, in such a case the adjust- 
ments must relate to 1954 years. 


Ten-Year Spread Forward: 
Section 481(bM4) 


The term “1939 year adjustments” 
is used to mean the net amount of the 
adjustments which would have been 
required had the taxpayer changed 
his method of accounting in his first 
taxable year which began after Decem- 
ber 31, 1953, and ended after August 
16, 1954.** The ten-year spread for- 
ward provision applies only if the 
change is voluntary and the taxable 
year of the change begins before 
January 1, 1964. Section 481(b) (4), 
it must be remembered, provides a 
method of dealing with all or part 
of the actual adjustments required to 
be made in the taxable year of the 
change. It does not refer to actual 
adjustments which relate to 1939 
years. All that the section means is 
that if the actual adjustments required 
in the year of change exceed $3,000 
and the adjustments which would 
have been required had the change 
been made in the first 1954 year also 
exceed $3,000, then so much of the 
actual adjustments as equals the 1939 
year adjustments must be allocated 
over the ten-year period. 

As a practical matter, until the 
taxable year beginning after Decem- 
ber 31, 1963, the taxpayer must make 
two calculations if he changes his 
method of accounting voluntarily: 
(1) the actual adjustments required 
by the change and (2) the 1939 year 





® See footnote 72. 
™* See footnote 16. 





adjustments. The statute is pri- 
marily concerned with the former; 
the latter merely affects the manner 
in which the former is to be taken 
into account. 

Section 481(b)(4) also has an im- 
portant bearing on the operation of 
Section 481(b)(1) and (2). As we 
have already noted, if the change is 
voluntary and the 1939 year adjust- 
ments exceed $3,000, Section 481 (b) (1) 


and (2) will come into play only if 





Calculations 
In Year of 


1 2 Change, 


1939 Year Actual 
Adjusts. 481(a)(2) 
481(b) (4) Adjusts. 


$ $ $ 

3,000 3,000 3,000 
3,000 3,001 
3,000 6,001 
3,001 3,000 
3,001 3,001 
3,001 6,001 
3,001 6,002 

. 6,002 3,000 
9. 6,002 3,001 


tation on In- 


3,000 
3,000 


3,000 


In example 7, two separate computa- 
tions of tax must be made for the 
taxable year of the change. First, the 
tax must be computed under Section 
481(b)(1) or (2) taking into account 
the amount of $3,001 to which those 
provisions apply. Next, the tax must 
be computed by taking into account 
the portion of the 1939 year adjust- 
ments allocable to the year of change 
under the ten-year spread forward rule 
(3,001), but excluding the amount to 
which Section 481(b)(1) or (2) ap- 
plies (3,001). The total tax for the 
taxable year of the change will be the 
aggregate of the tax computed under 
Section 481(b)(1) or (2) and the in- 
crease in tax attributable to taking into 





*® Regs. Sec. 1.481-2(c) (4). 
* 1954 Code Sec. 481(b) (4) (A). 
™ 1954 Code Sec. 481(b) (4) (A). 
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Without Limi- 


crease in Tax 


August, 1960 @ 


the actual adjustments required by 
Section 481(a)(2) equal the sum of 
the 1939 year adjustments plus $3,001. 
Moreover, if the actual adjustments 
do not exceed $3,000, Section 481 (b) (4) 
will not apply even though the 1939 
year adjustments exceed $3,000. 
Similarly, it will not apply if the 
actual adjustments exceed $3,000 but 
the 1939 year adjustments do not. 
These facets of the statute can best 
be illustrated by a table as follows: 


Method of Adjustment 
Subject 
to Limita- 
tions of 481(b) (1) 
Year Spread and (2), if Elect 
of 481(b) (4) per 481(b) (6) 


$ $ $ 


Subject 

to Limi- 
tations of 481 
(b) (1) and (2) 


Subject 
to Ten- 


3,001 
6,001 


3,001 
3,001 
3,001 


3,001 
6,001 
6,002 


3,001 3,001 


account the portion of the ten-year 
spread forward allocable to the year 
of the change.” 


In applying the ten-year spread for- 
ward, the following points should be 
noted: 


(1) The change must be voluntary. 


(2) The provision relates to an 
amount of the actual adjustments 
equal to the 1939 year adjustments.”® 


(3) The 1939 year adjustments must 
exceed $3,000.77 


(4) The taxable year of the change 
must begin before January 1, 1964.78 


(5) One tenth of the 1939 year ad- 
justments must be taken into account 


1954 Code Sec. 481(b)(4)(D); S. Rept. 
1983, p. 46. 
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in each of the ten taxable years be- 
ginning with the. taxable year of the 
change.”® 


(6) If the taxable year of the change 
begins after December 31, 1953, and 
ends after August 16, 1954, but before 
January 1, 1958, and the taxpayer 
elects in accordance with Regulations 
Section 1.481-4(b)(4), then the ten- 
year period commences with the first 
taxable year beginning after Decem- 
ber 31, 1957. But in this case, the 
ten-year period is reduced by the 
number of years which corresponds to 
the number of taxable years beginning 
with the taxable year of the change 
which are closed on September 2, 
1958. In the case of such a shortened 
period, however, the same pro rata 
portion of the 1939 year adjustments 
must be taken into account as if the 
period covered the full ten years.*® 


(7) The amount to be taken into 
account for each taxable year in the 
ten-year period is to be taken into ac- 
count whether or not it is closed. 
However, if assessment of a deficiency 
is prevented with respect to a taxable 
year for which a prorated part would 
otherwise be required to be taken into 
account under the rule, Section 481 
(b)(4)(B) does not reopen that year 
for assessment purposes.*? For exam- 
ple, if the limitation period has run as 
to the year of the change, but not as 
to any subsequent year, the ten-year 
spread rule is applicable although the 
taxpayer will not be required to pay a 
tax with respect to the one tenth of 
the adjustment attributable to the year 
of change. He will, however, be re- 
quired to take into account the re- 
maining nine tenths which is spread 
to the nine succeeding years. This 
applies also to (6) above. The intent of 
this provision in Section 481 (b) (4) (B) 
is to make clear, especially in the case 

® 1954 Code Sec. 481(b) (4)(B). 

* 1954 Code Sec. 481(b)(4)(B). 


** 1954 Code Sec. 481(b)(4)(B); S. Rept. 
1983, p. 161. 
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of a past year which may be closed 
(such as 1954), that even though the 
period of limitations has expired with 
respect to that year, the adjustments 
required to be taken into account in 
succeeding taxable years—attributable 
to a change in method of accounting 
made in the closed year—are still re- 
quired to be taken into account. This 
will prevent taxpayers from avoiding 
the adjustments with respect to open 
years by the circumstance that the 
change in method of accounting oc- 
curred in what is now a closed year.* 


(8) Where the taxpayer’s status 
changes, the spread forward is cut off 
and the balance of the 1939 year ad- 
justments not previously taken into 
account under this provision is to be 
taken into account as follows: 


(a) in the case of an individual, in 
the taxable year in which he dies or 
ceases to engage in a trade or business; 


(b) in the case of a partner (his dis- 
tributive share), in the taxable year 
in which the firm or his interest there- 
in terminates ; 


(c) in the case of a corporation, in 
the taxable year in which it ceases to 
engage in a trade or business, unless 
Section 381(c)(21) applies. 


In the case of certain decedents, 
Section 481(b)(5) provides a special 
rule for the treatment of 1939 year ad- 
justments where the change is from 
the cash to an accrual method with 
inventories and is made by the execu- 
tor on or after August 16, 1954, and 
before January 1, 1958, in his first re- 
turn filed on behalf of the decedent. 
The tax attributable to such adjust- 
ments shall not exceed an amount 
equal to the tax that would have been 
payable on the cash basis for the 
years for which the executor or ad- 
ministrator filed returns on behalf of 

* Regs. Sec. 1.481-4(b) (3). 


*S. Rept. 1983, pp. 47, 161. 
“1954 Code Sec. 481(b)(4)(C). 





the decedent, computed for each such 
year as though a rateable portion of 
the taxable income for such year had 
been received in each of ten taxable 
years beginning and ending on the 
same dates as the taxable year for 
which the tax is being computed. In 
other words, the tax attributable to 
the 1939 year adjustments is computed 
in such a manner that the applicable 
rates are those which would apply to 
incomes of one tenth of the income 
in the years in question.®® 

3efore concluding our discussion of 
the ten-year spread provision, atten- 
tion is drawn to Regulations Section 
1.481-3, which, it is submitted, con- 
tains a basic error. The regulation 
states that in the case of an involun- 
tary change, “no portion of any adjust- 
ments which is attributable to pre-1954 
Code years” is to be taken into ac- 


count in computing taxable income. 
The portion of the adjustments which 
is attributable to pre-1954 Code years 
is then defined in the same terms as 
those used herein to define “1939 year 


adjustments,” that is, the net amount 
of the adjustments which would have 
been required if the taxpayer had 
changed his method of accounting in 
his first taxable year which began 
after December 31, 1953, and ended 
after August 16, 1954. No exception 
can be taken to any of this. By way 
of illustration, however, the regula- 
tion states that if the adjustments 
required as a result of an involuntary 
change total $10,000, of which $4,000 
“is attributable to pre-1954 Code years,” 
only $6.000 is to be taken into account 
under Section 481 in computing tax- 
able income. If “attributable to pre- 
1954 Code years” meant those actual 
adjustments which related to 1939 Code 
years, no question would arise. But 
when the phrase is stated to refer 
only to what we have called “1939 
year adjustments,” we must conclude 
that the illustration is incorrect. 


*S. Rept. 1983, p. 48. 
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Section 481 (a) (2) clearly states that 
in the case of an involuntary change, 
“there shall not be taken into account 
any adjustment in respect of any tax- 
able year to which this section does 
not apply... .” The words “in respect 
of any taxable year” must refer to the 
closed year to which the adjustment 
is properly allocable under the new 
method. This is because the opening 
words of Section 481(a) state that the 
year of the change will be referred to 
throughout as the “year of the change” 
and Section 29(d) of the Technical 
Amendments Act of 1958 states that 
the “year of the change” must be a 
taxable year coming under the 1954 
Code. It therefore makes little sense 
to say that “any taxable year” in Sec- 
tion 481(a)(2) refers to the “year of 
the change’—the only construction 
that could give any validity to the 
illustration in the regulation. Section 
481(a)(2) simply means that where 
the change is involuntary, there shall 
not be taken into account either “1939 
year adjustments” or actual adjust- 
ments which relate to 1939 Code years. 
On this construction, the illustration 
in Regulations Section 1.481-3 is er- 
roneous in reducing the total adjust- 
ments by the amount of the “1939 year 
adjustments.” 


Election Under Section 481(b\6) 


In situations to which Section 481 
(b) (4) applies, the taxpayer may never- 
theless avoid the ten-year spread for- 
ward of that portion of the adjustments 
which is equal in amount to the 1939 
year adjustments. By exercising the 
election under Section 481(b) (6), the 
whole of the adjustments required by 
Section 481(a)(2) are taken into ac- 
count in the taxable year of the change, 
and the resulting increase in tax is 
then subject to the limitations of Sec- 
tion 481(b)(1) and (2). Thus, if the 
total adjustments amount to $6,001 
and the 1939 year adjustments equal 
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$3,001, the taxpayer may elect to have 
the entire $6,001 included in the tax- 
able income of the year of the change. 
The resulting increase in tax would 
then be subject to the limitations of 
Section 481(b)(1) and (2).% In so 
applying Section 481(b)(1) or (2), it 
is immaterial whether any of the pre- 
ceding taxable years involved are not 
1954 years.*’? However, if no election 
were made, $3,000 would be included 
in the taxable income for the taxable 
year of the change without benefit of 
the limitations of Section 481(b)(1) 
and (2), and the balance equal to the 
1939 year adjustments would then be 
dealt with under the ten-year spread 
forward rule.** 

The election may be made only if 
the taxpayer consents in writing to 
the assessment, within such period as 
may be agreed upon with the Com- 
missioner or district director, of any 
deficiency for the year of the change 
which results from taking the adjust- 
ments into account in the manner so 
elected, even though the year of the 
change is closed at the time of filing 
the consent.*® The election must be 
made within the time prescribed in 
Section 6072 for filing the return for 
the year of the change, including ex- 
tensions thereof, or within 90 days 
after the Commissioner grants per- 
mission to make the change, or before 
the ninetieth day after February 20, 
1959, whichever is later. The written 
statement of consent must be attached 
to the return for the year of the change 
and filed with the district director.®° 


Miscellaneous 


The amendments to Section 481 
made by Section 29 of the Technical 


Amendments Act of 1958 do not apply 
if the taxpayer applied for, and the Com- 
missioner agreed to, a change prior to 
September 2, 1958.° Moreover, where 
a change was made in a 1954 year end- 
ing before September 2, 1958, on the 
assumption that no adjustment would 
have to be made with respect to 1939 
year adjustments, the taxpayer is given 
an election to return to the former 
method of accounting.® For the pur- 
poses of this provision, the statute of 
limitations is opened or kept open for 
one year after the election is made.” 


Section 29(c) of the act makes a 
conforming amendment to Section 381 
by adding a new paragraph (21) to 
Section 381(c). This provides that the 
acquiring corporation shall take into 
account the net amount of the 1939 
year adjustments described in Section 
481(b)(4)(A) which are available to 
a distributor or transferor corporation 
at the close of the date of distribution 
or transfer and which have not been 
taken into account by the distributor 
or transferor. The acquiring corpora- 
tion is to take such net amount into 
account in the same manner and at 
the same time as it would have been 
by the distributor or transferor if the 
transaction causing Section 381 to ap- 
ply had not occurred.” 


CONCLUSION 


There can be no question but that 
Section 481 fills what was an unfor- 
tunate gap in the Code. Items can no 
longer be omitted or duplicated when 
the taxpayer changes his method of 
accounting, and the burden on the 
taxpayer, where the adjustments in- 
crease taxable income for the year of 
the change by more than $3,000, is 





* Regs. Sec. 1.481-4(d) (1). 

* S. Rept. 1983, p. 162. 

® Regs. Sec. 1.481-1(c) (2) (ii). 

* Regs. Sec. 1.481-4(d)(2); S. Rept. 1983, 
pp. 48, 162. 

” Regs. Sec. 1.481-4(d) (3). 

* Technical Amendments Act of 1958, Sec. 
29(d)(2); H. Rept. 775, p. 71. 
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* Technical Amendments Act of 1958, Sec. 
29(e)(1); S. Rept. 1983, pp. 49, 164-165; 
Regs. Sec. 1.481-6. 

*® Technical Amendments Act of 1958, Sec. 
29(e)(2); S. Rept. 1983, p. 165. 

*S. Rept. 1983, p. 164. 





softened. A definite step forward has 
been taken. As a minor criticism, we 
may question the logic behind the in- 
sertion of the ten-year spread forward 
rule and the grant to the taxpayer of 
an election to avoid it—an “indian 
gift” in reverse, so to speak. Perhaps, 
however, we should be thankful that 
Congress in its wisdom could see “no 
reason why, in providing the ten year 
spread rule, taxpayers changing their 
method of accounting should be de- 
prived of these alternative rules [Sec- 
tion 481(b)(1) and (2)] under existing 
law,” ® and there let the matter rest. 


To summarize what has been said: 
The amended Section 481 provides 
that the adjustments necessary solely 
by reason of the change in accounting 
method shall be taken into account in 
the year of the change. Where the 
adjustments exceed $3,000, the in- 
crease in tax for the year of the change 
resulting therefrom is subject to the 
two alternative limitations of Section 
481(b)(1) and (2). Moreover, if the 
adjustments which would have been 
required had the change been made 
in the first taxable year coming under 
the 1954 Code exceed $3,000, the ten- 
year spread forward rule of Section 
481(b)(4) applies. This means that 
if the actual adjustments also exceed 
$3,000, a portion thereof equal to the 
“1939 year adjustments” is to be taken 
into account rateably in each of ten 
taxable years beginning with the year 
of the change. The balance of the ad- 
justments is then taken into account 
in the year of the change; if in excess 
of $3,000 it is subject to the limita- 
tions of Section 481(b)(1) and (2). 
The ten-year spread forward rule ap- 
plies only if the change is voluntary; 
the limitations on increase in tax pro- 
vided for in Section 481(b)(1) and 


(2) apply to both voluntary and in- 
voluntary changes. 


A somewhat indirect but important 
benefit is likely to accrue from the 
fact that Section 481 overlaps Sections 
1311-1315 in a number of the cir- 
cumstances to which the latter apply. 
3riefly, Sections 1311-1315 are con- 
cerned with the mitigation in specified 
situations of the hardship caused by 
the operation of the statutes of limita- 
tions. In order for these sections to 
come into play there must have been 
a “determination” as defined in Sec- 
tion 1313(a). The determination must 
result in a set of facts which fit one 
of the seven circumstances of adjust- 
ment prescribed in Section 1312. These 
facts must be such that because of the 
treatment accorded a particular item 
of income, deduction, gain or loss 
in the determination, its treatment in 
a closed year becomes inconsistent.” 
Moreover, in order that relief may be 
granted, the determination must adopt 
with respect to the particular item the 
position of the party against whom 
relief is sought.®’ 


Under the 1939 Code the only course 
open when an involuntary change re- 
sulted in duplication or omission was 
to invoke Section 3801, the predeces- 
sor of Sections 1311-1315. Today, it is 
still possible to use Sections 1311-1315 
to remedy inequities consequent upon 
such a change if the proceeding up- 
holding it fits the definition of “deter- 
mination” in Section 1313(a). But one 
of the main defects of the mitigation 
statute is that it cannot operate unti! 
the determination has become final.®* 
Relief cannot be granted in the same 
proceeding as that in which the deter- 
mination was rendered. This require- 
ment of finality serves little purpose 
except where related taxpayers are in- 





*S. Rept. 1983, p. 47. 

"The requirement of the “inconsistent 
position” in Sec. 1311(b)(1) applies to cir- 
cumstances fitting Sec. 1312(1), (2), (3)(A), 
(5), (6) and (7). In the case of Sec. 1312 
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(3)(B) and (4), the conditions of Sec. 1311 
(b)(2)(A) and (B) must be met. 

* 1954 Code Sec. 1311(b) (1). 

* 1954 Code Sec. 1313(a). 


TAXES —The Tax Magazine 





volved and results in unnecessary 
delays and multiplicity of actions. More- 
over, except in circumstances of ad- 
justment falling under Section 1312 
(3)(B) and (4), the requirement of 
an inconsistent position must be met.® 
This review of Sections 1311-1315, 
though brief, is sufficient to indicate 
that any opportunity to avoid it will 
be welcome. Such an opportunity is 
afforded by Section 481. 


The overlap of Section 481 and 
ouster of Sections 1311-1315 will occur 
where the change is involuntary and 
the adjustments required by Section 
481(a)(2) prevent a double inclusion *° 
or exclusion of income * or a double 
deduction of an expense or loss.’ 
Under Sections 1311-1315, the party 
seeking relief must wait until the de- 
termination upholding the involuntary 
change becomes final; adjustment pur- 
suant to Section 481 may be made in 
the same proceeding as that in which 
the determination is rendered. More- 
over, Section 1311(b) requires the party 


injured by the bar of the statute of 


limitations to show that the deter- 
mination adopted a position maintained 
by the party against whom relief is 
sought which was inconsistent with 
the action in the closed year.’ To 


LOBBYING EXPENSES 


avoid this exercise in logic will be no 
small boon. 

A further incentive to the taxpayer 
to use Section 481 is the limitation 
upon the increase in tax for the year 
of change provided by Section 481 
(b)(1) and (2). No such limitation 
applies to an increase in tax for the 
closed year under Sections 1311-1315. 
And nothing in Section 481 would 
seem to permit the Commissioner to 
deny to the taxpayer the benefits of 
Section 481(b)(1) and (2) in the year 
of the change merely because a greater 
tax would obtain from adjustment of 
the closed year under Sections 1311- 
1315. Nor, in the case of negative 
adjustments, would it seem that the 
taxpayer could choose a refund for the 
closed year under the mitigation stat- 
ute in preference to a Section 481 ad- 
justment for the year of the change 
because of the difference in marginal 
rates for the two years. Thus the 
Commissioner also may have an in- 
centive to apply Section 481 rather 
than Sections 1311-1315. 

In conclusion, then, we may safely 
say that not the least of the benefits 
conferred by Section 481 will be its 
effect in reducing, to the extent of the 
overlap, the necessity of resorting to 
Sections 1311-1315. [The End] 


The Commissioner’s regulations prohibiting the deduction 
of lobbying expenses have been upheld by the Supreme Court. 
Five bills have been introduced in Congress to permit the 
deduction of business expenses in advocating or opposing 
measures submitted to the electorate on issues affecting the 
taxpayers’ business. Also, the Tax Court has the problem. 
A taxpayer-petitioner who says he is the originator of the 
variable annuity contract plan protests deficiencies assessed 
against him on account of the disallowance of his lobbying 
expenses. This petitioner argues that appearances before legis- 
lative committees by those whose trades or businesses would 
be affected by proposed legislation serve the best interest of 
the public and cannot defeat public policy. 


™ 1954 Code Sec. 1312(2), (4), (5), (6). 
™ Except in the case of Sec. 1312(3)(B) 
and (4). 





*® See footnote 96. 
1954 Code Sec. 1312(1), (5), (7). 
™ 1954 Code Sec. 1312(3), (5), (7). 
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WASHINGTON TAX TALK 


Ratification of India treaty urged . . . Voluntary program on divi- 
dend reporting . . . Survey of industry practices on depreciation. 


ONGRESS took a brief legislative rest in July to attend the 
political conventions, but will return in August to continue the 
Second Session of the Eighty-sixth Congress. The Senate adjourned 
until August 8, while the House will have an additional week of rest. 


Congress left many tax bills pending when it temporarily ad- 
journed. In the Senate, the first order of business on the Senate floor 
will be H. R. 10, the Self-employed Individual’s Retirement. Bill, and 
H. R. 9662, a revision of the trust and partnership income tax law 
sections. Also pending Senate floor action will be H. R. 5547, a “catch 
all” bill to change the Internal Revenue Code as to income from the 
Virgin Islands, but amended by the Senate Finance Committee to 
include numerous other important changes. 


On the House side, H. R. 7123—which would permit the deduc- 
tion of lobbying expenses—is pending on the calendar. Also pending 
is H. R. 12036, which would amend Code Section 902 to permit 
domestic corporations to take credit for foreign taxes paid by prede- 
cessor corporations of their foreign subsidiaries. Other unfinished tax 
business is a House-Senate conferee meeting on H. R. 10087 (over-all 
limitation of the foreign tax credit), and H. R. 5 (on foreign trade 
corporations) is pending before the Senate Finance Committee. 


United States-India treaty.—Pending before the Senate Foreign 
Relations Committee is an income tax convention between the United 
States and India for consent to ratification which, if approved by the 
Senate, would put into force for the first time the principle of “credit 
for tax sparing.” Under this principle, the United States will allow a 
credit for income taxes which India gives up in an effort to promote 
capital investment and economic development. Treasury officials told 
the committee that in the absence of a treaty provision which gives 
recognition to these tax inducements, the taxes thus given up by 
India in the case of American investors would sooner or later be col- 
lected by the United States. The pending convention provides that 
despite the tax exemption granted by India, the credit against United 
States tax for Indian taxes will remain unchanged. The amount of tax 
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credit which would be allowed would 
be the same as if no tax incentives 
were granted by India. 


“As the Committee may recall from 
the hearings in connection with the 
convention with Pakistan,” Jay W. 
Glasmann, Assistant to the Secretary 
of the Treasury, told the committee, 
“the proposal to allow, with appropri- 
ate safeguards, a credit for taxes 
spared by less-developed countries 
has been subject to some criticism. 
We have carefully considered the 
views that have been expressed in 
opposition to it. However, I should 
like to re-emphasize that the main 
issue is whether treaties with less- 
developed countries which contain a 
tax sparing provision can make a con- 
tribution to this Government’s efforts 
to promote the flow of American pri- 
vate capital to these important areas. 
The Administration firmly believes 
that it can, and for this reason we 
urge early ratification of the tax 
treaty with India.” 

Mr. Glasmann told the Senate For- 
eign Relations Committee that tax 
treaties with two other countries 
which contain a credit for taxes 
spared are approaching the point of 
signature, and preliminary negotiations 
are currently in an advanced stage 
with four other underdeveloped coun- 
tries for treaties containing similar 
provisions. The committee was also 
told that the Federal Republic of 
Germany has already entered into a 
treaty with India which produces sub- 
stantially the same result as would 
the United States-India treaty now 
being considered by Congress. 


The Treasury Department 
Questionnaire on depreciation.—A 
Treasury Department questionnaire to 
determine the depreciation methods 
followed by taxpayers has been dis- 


tributed to 2,700 corporations in 
manufacturing, nonmanufacturing and 


Washington Tax Talk 


public utility fields. This question- 
naire was first mentioned during re- 
cent hearings by the House Committee 
on Ways and Means on the Treasury’s 
proposal to change the depreciation 
sections of the 1954 Code. A subse- 
quent mailing will be made to small 
business firms by the Small Business 
Administration. 

The stated purpose of the survey is 
to provide a broad statistical basis for 
an up-to-date understanding of de- 
preciation practices within industry 
groups, and for general classes of de- 
preciable properties. The survey, when 
completed, will provide current prac- 
tices and opinions of corporate tax- 
payers on depreciation allowances for 
income tax purposes. The Treasury 
has emphasized that the data will be 
used solely for the purpose of the 
statistical survey and will be held in 
strict confidence. 

The Treasury-Small Business Ad- 
ministration survey has the blessings 
of the Joint Committee on Internal 
Revenue Taxation. Congress has en- 
countered difficulty when considering 
legislation on depreciation because of 
the lack of information on methods in 
use by taxpayers. 

Dividend reporting by taxpayers.— 
Under Secretary of the Treasury 
Fred C. Scribner, Jr., has stated that 
a preliminary study of 1959 tax re- 
turns filed in 1960 indicates that the 
Treasury's voluntary program to im- 
prove and increase the reporting by 
taxpayers of dividends and interest 
has been most successful. 

After screening 100,000 returns in 
the IRS district offices, 8,000 indi- 
vidual cases were selected for the 
sample. In each of the 8,000 cases, 
information returns indicated that the 
taxpayers in the 1958 tax year had 
received $300 or more of dividends 
and interest. The IRS has audited 
almost 1,400 of the group selected, 
and the amount of taxpayers who 
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failed to report dividend income or 
reported only in part dropped from 
777 in 1958 to 407 in 1959. In the area 
of interest income, audit reports on 
809 cases show that 285 taxpayers 
failed to report all interest income in 
1958, but the total dropped to 156 in 
1959. 

Studies on withholding of tax on 
dividends and interest indicate it 
would be impractical to institute an 
adequate withholding system at this 
time. 


The Tax Court 

The IRS review of business expense 
deductions caught two of its em- 
ployees in the net. The employees have 
filed petitions with the Tax Court of 


the United States asking the court to 
hold that unreimbursed expenses of 
attending conventions of the National 
Association of Internal Revenue Em- 
ployees are deductible as business 
expenses under Code Section 162. 


Convention expense deductions in 
controversy in each of the petitions, 
Dockets 86701 and 86702, are over 
$200. The petitioners told the court 
that their attendance at the NAIRE 
conventions was to further their busi- 
ness activity as career employees of 
the Internal Revenue Service, similar 
to the activities of numerous other 
professional and business people, and 
that such expenses should be de- 
ductible as a business expense. 


“Losses deductible against gains? You mean for today, or the whole year? | don't 


know any rule about that—fact is, | don't think anybody ever reported a gain . . 
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STATE TAX NEWS 


OUISIANA HAS a new withholding law. Beginning January 1, 
1961, employers will withhold the state income tax from wages. 
The employer can use a tax table if he cares to. But here’s a new 
wrinkle. Employers making timely withholding tax payments will be 
allowed to retain.3 per cent of the amount withheld as compensation 
for their administrative expenses. Last year Massachusetts enacted 
such a provision. It created quite a furor, causing Congress to enact 
P. L. 371, Eighty-sixth Congress, in September of last year. This 
law says that the federal government cannot accept payment for with- 
holding state income taxes from the wages of federal employees 
located within the state. The federal government said it didn’t seem 
equitable that Massachusetts alone should pay the United States for 
a tax withholding service. The entire amount of the tax withheld by 
the federal government is to be turned over to the state. 


Employers have always complained that tax-law-makers overlook 
the cost of collection and the administrative expenses involved in 
reporting taxes withheld to the federal government. If this trend 
spreads to other states using personal income taxes as a source of 
revenue, pressure will be brought to bear on the federal government 
to make some allowance. 


Two petitions have been filed challenging the validity of the 2 per 
cent Missouri use tax which became effective August 29, 1959. A 
group of railroads and a telephone company are charging that the 
use tax exemption classifications are unreasonable and discriminate 
unlawfully as between persons and property within the same natural 
classes. Both suits seek to have the tax declared unconstitutional as 
in violation of the “due process” provisions of the Missouri and the 
United States Constitutions. (Southwestern Bell Telephone Company 
and Missouri Pacific Railroad et al. v. Carpenter, Circuit Court of Cole 
County, Missouri.) 


A contractor’s license tax levied by Alabama on the performance 
of a contract with the federal government within the state is valid. 
The Alabama Supreme Court in Standard Dredging Corporation v. 
Alabama declared that the tax was not in violation of the commerce 
clause. 


State Tax News 





The following article is reprinted from the American Bar Association Journal. 
It appeared in two parts in the April and May, 1960 issues. 

This article discusses the problem of state taxation of nonresident 
businesses with respect to extraterritorial value or transactions by a 
number of devices—practices which have apparently been growing 
in recent years and which, to some extent at least, have received the 
sanction of the Supreme Court. The article points out that these 
current practices threaten the federal system and that the 

courts, in their overemphasis on interstate commerce, have 
overlooked the more fundamental issue of due process. The article is 
written by Floyd E. Britton, a Chicago attorney. His article is entitled: 


TAXATION WITHOUT REPRESENTATION MODERNIZED 


HE RECENT OPINION of the 

United States Supreme Court in 
the Northwestern States Portland Ce- 
ment and Stockham Valves cases 
aroused the anger and concern of the 
business community in the United 
States to a degree probably without 
precedent in the history of taxation in 
this country since the Stamp Tax Act, 
the Declaration of Independence and 
the American Revolution; and amaz- 
ingly enough the hue and cry touched 


off by the decision represents the 
same basic reaction of Americans to 
the same odious thing which so aroused 


the colonists nearly 200 years ago— 
“taxation without representation.” It 
was then thought to be tyranny. It 
can be no less now when we do it to 
ourselves, each state to the residents 
of the others. 

Irrespective of what may have 
touched off the fireworks, the particu- 
lar decision in fact represents only 
one of many illustrations of the grow- 
ing practice of states of taxing politi- 
cally ineffectual residents of other 
states, including foreign corporations 
with “commercial domicile” outside 
the state, and correspondingly exempt- 
ing their own residents from tax. The 
recent decisions may be regarded as 
merely the last of an accumulation of 





unjust and unwise taxes against non- 
resident businesses destructive of the 
federal system. The pent-up anger of 
the business community finally burst 
and Congress, unlike King George 
III, heard and with almost unprece- 
dented celerity heeded the outery with 
stopgap legislation and a direction to 
appropriate committees of both houses 
to study the problem and report their 
recommendations to Congress by July 


1, 1962.? 


This is an attempt to put the fire- 
works into perspective with the broader 
and deeper problem of which they 
are but symptoms. It represents per- 
haps a new approach to the problem. 


Effect of Recent Decisions 

The particular opinion relates spe- 
cifically to income taxes where, it is 
generally assumed, entire net income 
or a portion of it is apportioned with- 
in and without the state on a sales 
factor in which sales are allocated to 
destination. The obvious effect of 
such an apportionment formula when 
applied equally to all taxpayers sub- 
ject to tax within and without the 
state is, broadly stated, to tax politi- 
cally ineffectual nonresident businesses, 
corporate and individual, on account 
of and proportionate to shipments into 





* Northwestern States Portland Cement 
Company v. Minnesota and Williams v. Stock- 
ham Valves and Fittings, Inc., 4 stc § 200-002, 
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358 U. S. 450, 79 S. Ct. 357, 3 L. Ed. 421 
(1959). 
* P. L. 86-272, approved September 14, 1959. 
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the state and to exempt home industry 
from tax On account of and proportion- 
ate to shipments out of state. 

The particular decision and others 
preceding and following it were, and 
perhaps are, generally supposed (1) 
to require some sort of a minimum 
“nexus” or connection between the 
nonresident taxpayer and the taxing 
state as a basis for “jurisdiction” to 
tax in some amount and (2) when such 
a nexus exists, to approve a formula 
for determining the amount of tax in 
which entire net income of the tax- 
payer or a portion of it is apportioned 
within and without the state on a 
sales factor with allocated to 
destination. 


sales 


The shriveling of this nexus by the 
recent decisions to a point where ap- 
parently little remained except mere 
shipment of goods into the taxing 
state and perhaps the mere “injection 
of advertising into media reaching” 
the taxing state, as presaged by the 
dissent in Miller Brothers Company v. 


Maryland* in respect to use taxes, 


have been the immediate 
spark for the fireworks. The fear, 
however, that allocation of sales to 
destination either had been or would 
be judicially approved added materially 
to the concern and certainly reflects 
one of the basic problems. 


seems to 


The stopgap legislation is designed 
to enlarge this minimum nexus and 
stop further shriveling of it. The real 
problem of determining how the 
amount of tax on nonresident businesses 
may be determined given this mini- 
mum jurisdictional nexus is the pri- 
mary problem for Congressional study 
under the act. 


Problem Involves 
Various Kinds of Tax 

The source of the trouble, however, 
lies much deeper and broader than net 
income taxes and the allocation of 





*3 stc $ 200-111, 347 U. S. 340, 74 S. Ct. 
535, 98 L. Ed. 745 (1954). 
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sales to destination. It involves, at 
the very minimum, sales and use taxes 
and the entire field of apportionment 
among states of capital stock, net 
worth and all other like values as well 
as apportionment of net income for 
purposes of state taxation. 


No substantial distinction is appar- 
ent between apportionable net income 
value and apportionable capital stock 
value. A formula which is fair as to 
one should be basically fair as to the 
other. States having both net income 
and capital stock taxes often use the 
same basic formula for each. Indeed, 
often, if not generally, capital stock 
value is directly or indirectly a mere 
capitalization of net income and there- 
fore represents the same value and 
should be similarly apportioned. A 
possible exception is that net income 
value may often be more accurately 
apportioned by formulas known as 
separate accounting, and this may not 
be feasible in the case of capital stock 
value. In any event, it would seem 
that the amount of capital stock value 
apportioned to a state should, in logic, 
vary directly, at least roughly, with 
the amount of net income apportioned 
to the state. The failure of students 
to appreciate this fact and the tendency 
to treat apportionment to net income 
as unrelated to apportionment of cap- 
ital stock or net worth value has con- 
tributed substantially to the existing 
confusion of thought. 


Policy of States of Taxing Each Other's 
Residents and Exempting Their Own 


The current outcry is basically the 
outgrowth of an apparent and quite 
natural desire of states (1) to satisfy 
their need for additional revenue from 
nonresident businesses having no sub- 
stantial political influence in the state, 
(2) to relieve their own residents of 
the increased burden of taxes to the 
fullest possible extent and (3) to in- 








vite new industry to the state and 
penalize those who refuse to accept 
the kind and generous invitation. 


This desire of states—this state tax 
policy if you please—to tax each 
other’s resident businesses and to ex- 
empt their own is reflected especially 
in the liability of nonresident busi- 
nesses for use taxes with respect to 
sales out of state but shipped into the 
state and the exemption of resident 
businesses from sales taxes with re- 
spect to goods shipped out of state; 
and in the rigging against nonresident 
and in favor of resident 
businesses of formulas for appor- 
tionment of taxable value for the pur- 
pose of state taxes on or measured by 
capital stock, net worth, net income, etc. 


businesses 


Courts partly to blame.—It must be 
noted, of course, that states have been 
encouraged and supported in this 
policy and even driven to it* to an 
amazing degree by the United States 
Supreme Court itself. Not all of the 
blame can be laid at the doors of 
states. The failure of the United 
States Supreme Court and other courts 

protect nonresident 
businesses from state taxation and 
the tendency of the courts to give ex- 
cessive protection to resident busi- 
nesses are indeed basically what touched 
off the current fireworks. The basic 
outrage out of which the 
battle cry of the colonists arose has 
apparently lapsed into a state of in- 
nocuous desuetude in the interpreta- 
tion and application of the commerce 
clause and the Fourteenth Amend- 
ment in the field of state taxation. It 
has been supplanted by legalistic jar- 
gon resulting in what the Court itself 
called “tangled underbrush of past 
cases” which have “not always been 


adequately to 


sense of 





*See, for example, J. D. Adams Manufac- 


turing Company v. Storen, 1 stc 9 529, 304 
U. & 307, %.S..ce.. 33. 2 1. ws oe 
(1938), which forces states to exempt from 
tax sales made within the state requiring 
shipment out of state. 
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clear ... consistent or reconcilable.” ® 


The result is that almost anything 
can be proved or disproved by what 
the courts have said. This review 
seeks to discuss the problem from a 
practical standpoint, realizing full well 
that it runs counter to much that has 
been said in the literature on the sub- 
ject—including judicial decisions. 

Following are illustrations (by no 
means all) of the taxation of nonresi- 
dent businesses and the correspond- 
ing exemption of resident businesses 
from tax. 


Sales and Use Taxes 


An out-of-state retail sale of goods 
by a nonresident shipped on orders of 
the purchaser to a destination within 
the state is taxable to the nonresident 
seller through the device of a use tax 
on the purchaser for which the non- 
resident seller is personally liable 
whether or not he collects it from the 
purchaser.® This, in practical effect, 
taxes the nonresident seller on account 
of and proportionate to his shipments 
into the state. The nonresident seller 
is in effect taxed although the tax, in 
practical effect, taxes extraterritorial 
transactions and tends to prevent 
businessmen from seeking and ac- 
cepting orders requiring shipment out 
of the state. Except for the direction 
of the purchaser to ship interstate, 
there would be no tax by the taxing 
state on the nonresident seller meas- 
ured by the sale, and the tax is pro- 
portionate to the shipment in all respects 
like an import duty. Amazingly 
enough, a majority of the Supreme 
Court in Miller Brothers Company v. 
Maryland finally revolted under the 
circumstances of that case but as 
usual left the principle of the decision 
in substantial doubt. 


® Northwestern States and Stockham Valves 
cases, cited at footnote 1. 

*General Trading Company v. State Tax 
Commission, 1 stc J 564, 322 U. S. 335, 64 
S. Ct. 1028, 88 L. Ed. 1309 (1944). 
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Conversely, however, a retail sale 
of goods by a resident business within 
the state shipped on orders of the pur- 
chaser to an out-of-state destination is, 
broadly stated, exempt from a retail 
sales tax. (J. D. Adams Manufactur- 
ing Company v. Storen.) The resident 
seller is exempt although the taxable 
event occurred within the state and 
the tax would not in fact tend to 
stifle free trade among the states. Un- 
less the purchaser directs shipment to 
be made out of state, the sale would 
be subject to tax. The exemption 
induces and the tax would not unrea- 
sonably restrain interstate commerce 
whether the exemption be considered 
as being granted to the seller or the 
nonresident purchaser. 


Thus, the nonresident seller is in 
effect taxed upon sales made outside 
the state if the purchaser directs ship- 
ment to be made into the state and if 
perhaps the seller has a jurisdictional 
“nexus,” however small, in the state; 
and the resident seller, or the nonresi- 
dent purchaser from him, is by grace 
of the United States Supreme Court 
exempt from tax if the purchaser 
directs shipment to be made out of 
state. Sales requiring shipment out 
of state are not taxed in the state 
where they are made but by the state 
to which the purchaser directs ship- 
ment to be made. What a topsy- 
turvy world of taxation! 


Rigging of Apportionment 
Formulas Against Nonresident 


Formulas used by states for appor- 
tioning net income, capital stock or 
net worth are often rigged against non- 
resident businesses in favor of resi- 


dent businesses. They are often 
designed to subject to the state’s tax 
extraterritorial value (either net in- 
come, capital stock or net worth) of 
nonresident businesses and corres- 
pondingly, of course, to relieve home 
industry from tax. 
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Rarely, for example, is an appor- 
tionment formula designed to give 
adequate weight to the contribution 
of management (the organization at 
the home office or commercial domi- 
cile), to entire net income, capital 
stock or net worth value. This has 
the effect, of course, of taxing foreign 
businesses extraterritorially with re- 
spect to a substantial part of the net 
income earned or capital stock or net 
worth value produced or represented 
by home offices outside the state and, 
correspondingly, of relieving home in- 
dustry from tax with respect to a sub- 
stantial part of the net income actually 
earned or capital stock or net worth 
value actually produced or represented 
by home offices within the state. 


A gross receipts factor, for example, 
in which receipts are allocated to oper- 
ating branches or to destination with- 
in and without the state normally 
gives no effect whatever to location 
of management or to the production 
of value by management at the place 
commonly called the home office with- 
in or without the state. This is true 
whether the factor is used singly or 
in combination with other factors. A 
tangible property factor gives very 
little effect unless the real estate oc- 
cupied by the home office is owned 
by the taxpayer or rented property is 
included in the property fraction and 
unless intangibles are included in the 
property factor. A payroll factor is 
about the only factor normally giving 
substantial effect to the location of 
management within or without the 
state, and this is normally reduced to 
one third by averaging the payroll 
fraction with a sales fraction and a 
tangible property fraction. 

There are many instances, indeed, 
where vast home offices of a taxpayer 
with operating branches in many states 
could be transferred from one state 
to any one of several states without 
affecting the amount of state franchise 
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tax payable in either the state from 
which, or the state to which, they 
were removed. This can happen, of 
course, as to any two states where 
capital stock, net worth or net income 
value is apportioned for the purpose 
of tax on a single factor of gross re- 
ceipts and all receipts are attributed 
to operating branches or to destina- 
tion. Theoretically, indeed, a taxpayer 
with home offices in any one of such 
states but with no operating branches 
or deliveries of goods in the state 
would escape the tax entirely. 


For further example, in Ford Motor 
Company v. Beauchamp’ the annual 
franchise tax on corporations was 
based on capital stock value appor- 
tioned on a gross sales or receipts 
fraction. Such a fraction clearly ex- 
empts corporations with home offices 
within the state from a tax on the pro- 
portion of capital stock value produced 
or represented by home offices within 
the state, and taxes extraterritorially a 
substantial proportion of capital stock 
value produced or represented by 
home offices outside the state. Under 
such a formula Ford Motor Company 
could move its vast home offices, in- 
cluding its executive, research, planning, 
accounting and all other management 
offices, to Texas without increasing its 
Texas franchise taxes, since the pro- 
portion of Texas sales to total would 
remain the same. See, also, House- 
hold Finance Corporation v. State Tax 
Commission.® In the light of the 
latter case Household Finance Corpo- 
ration could move its vast home of- 
fices to Maryland without increasing 
its Maryland capital stock tax, since 
the ratio of Maryland receipts to the 
total would remain the same. These 
are not isolated cases. The fault, of 
course, is in the sales or receipts factor 
widely in use either singly or in com- 
bination with other factors. Objec- 
tive students of the subject are coming 





*1 ste J 187, 308 U. S. 331, 60 S. Ct. 273, 
84 L. Ed. 304 (1938). 


632 


August; 1960 ®@ 


to the view that a sales factor is not 
a measure of capital stock, net worth 
or net income value at any particular 
place. To whatever place sales are al- 
located, a sales factor necessarily 
tends to exempt value within the state 
as to some taxpayers and to tax extra- 
territorial value as to others. 


Intangibles 


The manner in which intangibles 
are treated in an apportionment formula 
also often, if not usually, has the 
practical effect of taxing nonresident 
businesses on extraterritorial value 
and reciprocally exempting resident 
businesses. The treatment in an ap- 
portionment formula of intangibles 
and gross income therefrom is, of 
course, a difficult problem, but it must 
be solved if fair and reasonable ap- 
portionment formulas are to prevail 
which tax only that value which is 
within the state. 

The general corporate funds and 
other intangibles representing work- 
ing capital seem to constitute capital 
contributing to the production of 
taxable value in the state of their 
situs equally dollar for dollar with the 
bricks and mortar of the plants. The 
failure to include at least such in- 
tangibles in the property fraction has 
the effect of rigging the formula 
against nonresidents in favor of resi- 
dents, because the situs of intangibles 
is normally in the state of residence 
or domicile unless they have a busi- 
ness situs elsewhere. 


Investment and subsidiary capital 
or net income.—The portion of capital 
stock or net income value represented 
by investment and subsidiary capital 
or income is often apportioned on the 
same factors by which capital stock 
or net income value represented by 
the operating business is apportioned, 
that is, tangible property, payroll and 


*212 Md. 80, 128 A. 2d 640 (1957). 
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receipts or sales. Inasmuch, how- 
ever, as relatively little tangible prop- 
erty, payroll and receipts are applicable 
to investment or subsidiary capital or 
net income, the effect, as to businesses 
domiciled in the state, is to exempt 
from tax a substantial portion of capi- 
tal stock or net income value repre- 
sented by those items within the state; 
and as to nonresident businesses the 
effect is to tax extraterritorially a sub- 
stantial portion of capital stock or net 
income value represented by those 
items outside the state. It is the same 
old story of exempting home industry 
from tax and taxing the foreigner ex- 
traterritorially. The fault, of course, 
is sometimes recognized as to income 
taxes by separately allocating income 
from intangibles, but as to capital 
stock taxes appeal to due process is 
the only remedy, and this has proved 
to be rather futile and certainly too 
expensive for most taxpayers. See 
Cleveland Cliffs Iron Company v. 
Michigan.® Commonwealth v. Columbia 
Gas & Electric Company *° is a rare ex- 
ample of success. 

Even under the New York Busi- 
ness Corporation Tax Law, which at- 
tempts to deal with the problem of 
investment and subsidiary capital and 
income, the primary thought seems to 
be to relieve home industry of tax and 
to tax nonresident businesses extra- 
territorially. Under New York law a 
nonresident business is taxed on the 
value of shares of stock held outside 
the state in subsidiaries operating in 
New York and paying their own tax. 
Of course, home industry pays the 
same tax, but in view of the relatively 
low rate the tax operates as a partial 
exemption of home industry with re- 
spect to shares in such subsidiaries 
held within the state and the taxation 
of nonresidents with respect to extra- 
territorial value. In other words, the 
statute gives no effect in taxing value 
represented by stock in subsidiaries 


to the location of the home office—the 
situs of the stock—within or without 
the state. 


In Pennsylvania, dividends are ex- 
cluded from entire net income before 
apportioning the balance. That is 
wonderful for businesses domiciled in 
the state. As to nonresident busi- 
nesses, however, it represents no tax 
saving. As to nonresident businesses, 
dividends are normally received out- 
side the state with respect to shares 
of stock having their situs outside the 
state. Accordingly, net income repre- 
sented by such dividends is outside 
the state and not taxable under the 
due process clause. The exemption 
of dividends in Pennsylvania is a 
standing invitation to nonresident 


businesses to move to that state at no 
additional income tax cost with re- 
spect to dividends from subsidiaries. 


Allocation of sales to destination.— 
The special subject of this article 
the allocation of sales to destination 
—is merely another example of the 
many apportionment formulas rigged 
against nonresident businesses and 
reciprocally in favor of resident busi- 
nesses. In the apportionment of tax- 
able value for the purpose of a state 
tax on or measured by net income, 
capital stock or net worth by a gross 
receipts or sales factor receipts from 
sales made outside the state by nonresi- 
dents are often counted as sales or re- 
ceipts within the state if the purchaser 
directs shipment to be made into the 
state and if the seller has a jurisdic- 
tional “nexus,” however small, within 
the state. This, of course, taxes the 
nonresident seller on account of and 
proportionate to his shipments into the 
state, and it is claimed that this does 
not tend to stifle free trade among the 
states. It does so, in fact, certainly 
because except for the direction of the 
purchaser to ship the goods into the 
taxing state, there would be no tax in 





°351 Mich. 652, 88 N. W. 2d 564 (1958). 
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® 336 Pa. 209, 8 A. 2d 404 (1939). 
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the state of destination on the non- 
resident seller measured by the sale. 
The tax in practical effect is on ac- 
count of and proportionate to the ship- 
ment into the state. It is a direct 
deterrent to the search for, and ac- 
ceptance of, orders requiring shipment 
interstate. 

Conversely, however, in such a for- 
mula, receipts from sales made within 
the state are counted as out-of-state 
receipts or sales if the purchaser di- 
rects shipment to be made to another 
state. This, of course, exempts resi- 
dent sellers from tax on account of 
and proportionate to shipments out of 
state on sales made within the state. 
See, for example, Evening Star News- 
paper Company, v. District of Colum- 
bia™ where the District regulations 
in effect directed the allocation of 
sales to destination and were rightly 
held to exempt from tax net income of 
the taxpayer with home offices in the 
District proportionate to sales of news- 
papers shipped out of the District. 

This is the practical result of the 
practice of allocating sales to destina- 
tion when sales are used as an appor- 
tioning factor. The practical result is 
the same as in the case of sales and 
use taxes. As to both sales and use 
taxes and net income, capital stock 
or net worth taxes measured by sales 
to destination, the due process and 
commerce clauses seem to operate in 
reverse as though we were looking in a 
mirror. Shipments into the state by 
nonresident businesses pursuant to 
sales made outside the state are in 
effect taxed, although the tax clearly 
and directly tends to restrain inter- 
state commerce; and shipments out of 
state pursuant to sales made within 
the state by resident businesses are 
exempted, although the tax would not 
in fact tend, unreasonably at least, to 
restrain interstate commerce. Ex- 
emption from a tax measured by a 
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sale requiring interstate shipment in- 
duces interstate commerce, and a tax 
measured by a sale within the state 
would not unreasonably restrain in- 
terstate commerce even though it re- 
quires shipment out of state and a 
tax measured by an out-of-state sale 
which would not be imposed except 
for shipment into the state necessarily 
tends to restrain interstate commerce. 
Again one exclaims: What a topsy- 
turvy world of taxation! 


Rigged Apportionment 
Formulas as Unsound Fiscal Policy 


This practice of rigging apportion- 
ment formulas against nonresident 
businesses and in favor of home. in- 
dustry and the similar situation in 
respect to sales and use taxes are 
parts of the same unsound state tax 
policy. It is not consistent with the 
federal system. To the extent that 
states rely upon nonresident busi- 
nesses for revenue, political checks on 
excessive or unwise state spending 
normally exerted by resident busi- 
nesses are absent. And the fault is 
compounded when the active support 
of such taxes by residents is induced 
by the reciprocal reduction in their 
taxes as is the case with all such 
rigged apportionment formulas. It 
may be deemed sound state policy to 
give tax exemptions to home industry 
with respect to value within the state 
measured, for example, by shipments 
out of state, but states should not, it 
is submitted, be permitted to make up 
the lost revenue by the taxation of 
nonresident businesses with respect 
to extraterritorial value measured by 
shipments into the state, nor to penal- 
ize nonresident businesses for stub- 
bornly refusing to move their home 
offices to the taxing state. 

Of course, residents like and non- 
residents dislike such tax practices, 
and since we are all residents as well 
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as nonresidents, we are all torn be- 
tween conflicting emotions. As resi- 
dents we like, for example, allocation 
of sales to destination, the ¢xemption 
of value represented by home offices 
in the state, and the exemption from 
sales taxes of sales requiring ship- 
ment out of state; but as nonresident 
sellers we think we are being imposed 
upon for much the same reason the 
colonists thought they were being im- 
posed upon. As nonresidents we 
have no effectual means of political 
protest and redress. Each of us, of 
course, seeks to rationalize his own 
predominate emotion. So far, as non- 
residents, we have been fighting a 
losing battle, perhaps because rela- 
tively few of us, as nonresidents, are 
directly affected by the taxes on extra- 
territorial value or have sufficiently 
powerful voices to be heard, and all 
of us as residents benefit at least to 
some extent, and many of us to a 
substantial degree, by the correspond- 
ing exemptions. Moreover, courts 
seem to be incapable of understanding 
the practical operation of apportion- 
ment formulas or of adhering to prin- 
ciple, or, in any case, of keeping state 
taxes in harmony with the federal 
system, 

Taxation without representation may 
not be a statement of a legal principle 
in the federal system (the due process 
and commerce clauses have taken its 
place), but it is an odious thing. It 
represents unsound fiscal policy and 
should be held to an absolute mini- 
mum with or without reciprocal exemp- 
tions of residents rather than, as is 
the current trend, extended to the 
uttermost limits of what the traffic 
will bear, the foreign businesses can 
stand for, and the courts in their con- 
fusion will sustain under the due 
process and commerce clauses. 


It has been said that it makes no 
difference how total value is apportioned, 
assuming all states have comparable 
tax systems, rates and apportion- 
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ment formulas and no more than 
100 per cent of value is in the aggre- 
gate taxed. It makes, however, several 
cogent differences. First, as pointed 
out, taxation of nonresidents on extra- 
territorial value and corresponding 
exemption of residents materially 
lessens political checks on excessive 
and unwise state spending. Second, 
it throws cold water on the desire of 
growing businesses to seek and accept 
orders requiring shipment into addi- 
tional states. This is so even when 
no more is involved than making ad- 
ditional tax returns, for even this can 
be absolutely prohibitive to those lack- 
ing sufficient capital to finance a tax 
department or whose margin of pos- 
sible profit or amount of assured orders 
from a new state is too slim to war- 
rant it. 


It makes still another difference. A 
nonresident business does not like to 
be taxed on value which it knows is 
not within the state. It therefore 
stimulates tax controversies. Much 
of the enormous amount of litigation 
over apportionment formulas has been 
because the formulas were rigged to 
tax extraterritorial value. It does not 
satisfy due process or one’s sense of 
fairness to require a citizen of the 
United States to pay taxes to a state 
of which he is not a resident on value 
not within the territorial limits of that 
state, whether that value be called 
capital stock, net worth or net income. 


Solution to the problem necessarily 
lies in the Fourteenth Amendment and 
the commerce clause. The integrity 
of both in their application to state 
taxes as well as the general health of 
the national economy hang in the 
balance. 


Apportionment Formulas— 
Standard of Reasonableness— 
Due Process 


Nonresident businesses shipping 
into a state have relied chiefly on the 
commerce clause for relief. The due 
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process clause has often been rele- 
gated to a secondary position as relat- 
ing solely to the jurisdictional “nexus” 
or connection between the taxpayer 
and the state rather than to the amount 
of value to be taxed given the neces- 
sary jurisdictional nexus. 

The Supreme Court has apparently 
not been able to deal adequately with 
the actual economic impact of state 
taxes in slowing up free trade among 
the states. There is a wealth of excellent 
but meaningless prose in the deci- 
sions. Most decisions speak in beautiful 
but legalistic terms of the “taxation 
of interstate commerce” or the techni- 
cal “burdening” of interstate commerce 
by state taxation without getting 
down to earth and discussing the 
prosaic but basic question whether or 
not a tax actually tends to restrain 
a businessman from seeking and ac- 
cepting orders requiring shipment of 
goods interstate. In Northwestern 
States-Stockham Valves, there is not a 
single sentence in the majority opinion 
discussing the tendency of the taxes 
there involved to restrain a nonresi- 
dent seller from seeking and accepting 
orders requiring shipment interstate. 
Moreover, the basic question is due 
process and the taxation of extraterri- 
torial value rather than interstate com- 
merce. Courts have failed miserably 
to protect nonresidents from such 
taxation. 

In the relatively few cases in which 
the due process clause has been relied 
upon to protect the nonresident tax- 
payer from the taxation of extraterri- 
torial value, the court, while giving 
lip service to the sound principle for- 
bidding states to tax extraterritorial 
value of nonresident businesses, has 
actually injected into its opinions much 
“tangled underbrush” adding to the 


™See, for example, Butler Brothers v. 
McColgan, 1 stc § 258, 315 U. S. 501, 62 S. 
Ct. 701, 81 L. Ed, 1193 (1942), Underwood 
Typewriter Company v. Chamberlain, 1 stc 
q 255. 254 U. S. 113, 41 S. Ct. 45, 65 L. Ed. 
165 (1920), and many other cases decided 
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already existing confusion. The opin- 
ions usually close the extraterritorial 
value issue by finding it not sufficiently 
“proved” by the evidence. Their con- 
clusions have been in effect “guilty 
but not proved.” ** The result is that 
it is almost impossible to establish the 
unreasonableness of any particular 
formula applied by a state. This may 
be in part because lawyers presenting 
the cases to the courts, as well as the 
courts themselves, have difficulty 
examining an abstract mathematical 
formula “from a practical standpoint.” 
As Justice Frankfurter pointed out in 
a footnote to his dissent in the Braniff 
Airways case, such a formula must be 
examined from such a standpoint “to 
insure its fairness.” ** The courts also 
have apparently failed to grasp the 
significance of evidence of extraterri- 
torial value. A sympathetic under- 
standing of the difficult problems such 
issues present does not alter the fact. 


“Unitary Business” 


A substantial part of the confusion 
is also the result of the growing use 
of a sound and useful concept for pur- 
poses for which it was originally not 
intended. The term “unitary busi- 
ness” was originally used to explain 
why it is possible for a formula to 
apportion to a state value reasonably 
to be considered as within the state in 
an amount in excess of the value of 
assets within the state considered 
separately from the unitary business 
of which they are a part. For example, 
in Wallace v. Hines * the Court, speak- 
ing through Mr. Justice Holmes, said 
as early as 1919: 

“The only reason for allowing a 
State to look beyond its own borders 
[as by an apportionment formula] 
when it taxes the property of foreign 


against the taxpayer on a supposed lack of 
evidence. 
" Braniff Airways, Inc. v. 


Nebraska, 347 
U. S. 590, 74 S. Ct. 757, 98 L. Ed. 967 
(1954). 

“4253 U. S. 66, 64 L. Ed. 782 (1919). 
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corporations is that it may get the true 
value of the things within it when they 
are part of an organic system of wide 
extent [that is, a unitary business] 
that gives them a value above what they 
otherwise would possess.” (Italics 
supplied. ) 


The term “unitary business” is now 
used to create an aura of reasonable- 
ness over any partictular formula 
dreamed up by the state however 
arbitrary and unsound (in preference, 
for example, to the allocation formula 
commonly called “separate accounting’) 
in order to tax nonresident businesses 
on extraterritorial value and corre- 
spondingly exempt residents from tax 
on value within the state. 


The use to which the term “unitary 
business” is currently being put by 
tax administrators and even by courts 
constitutes a wrong of the first order 
against the science of taxation. It is 
being used for the very purpose for 
which Mr. Justice Holmes in Fargo v. 
Hart** warned some 16 years before 
Wallace v. Hines that it might be mis- 
used. He said that it “may be made 
a2 means of unlawfully taxing a privi- 
lege or property outside the state 
under the name of enhanced value or 
good will if it is not closely confined 
to its true meaning.” To misuse it 
so, he said later in the oninion, “would 
be taxing property outside of the state 
under a pretense.” Despite this warn- 
ing repeated in Wallace v. Hines, that 
is exactly what is widely being done 
The term in actual practice is 
used with the result for all practicable 
purposes of depriving nonresidents of 
the protection of the Fourteenth Amend- 
ment. It has become a label, almost 
an epithet, characterizing the nonresi- 
dent taxpayer so unfortunate as to 
have value in more than one state as 
no longer entitled to protection against 
the taxation of extraterritorial value. 


now. 





™ 193 U. S. 490, 24 S. Ct. 498, 48 L. Ed. 
761 (1903). 
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The wrong inherent in this misuse 
of the term “unitary business” lies not 
alone in the taxation of extraterri- 
torial value. The wrong is especially 
insidious because any apportionment 
formula rigged under the protective 
label of “unitary business” to tax 
extraterritorial value as to some tax- 
payers, generally nonresident busi- 
nesses, necessarily exempts other tax- 
payers, generally resident businesses, 
from tax on value within the state. 
That is the inevitable effect of any 
unsound apportionment formula ap- 
plied to all taxpayers equally. 


Due Process—Extraterritorial 
Value Standard 

Nevertheless, however much due 
process has been ignored and abused, 
the solution of the problem of the 
fairness of apportionment formulas 
necessarily lies in the due process clause 
rather than in the commerce clause. 
If a practical standard of fairness of 
an apportionment formula can be 
found, and, of course, one is readily at 
hand, and if such a standard is ap- 
plied intelligently—the difficult part— 
the commerce clause will take care of 
itself in most, if not all, situations. 
Given a fair jurisdictional nexus, a 
fair apportionment formula will rarely, 
if ever, actually prevent a business- 
man from seeking and accepting orders 
requiring shipment interstate. If any 
fair formula does in fact restrain in- 
terstate commerce, the restraint or bur- 
den on it would hardly be unreasonable. 


If one looks through the “tangled 
underbrush” of beautiful prose in the 
cases, a fair standard is readily avail- 
able which has been iterated and re- 
iterated by the Court over and over 
again, however much it may in prac- 
tice have been ignored. Jf an appor- 
tionment formula applied equally to 
resident and nonresident businesses, 
neither taxes nonresident businesses on 





extraterritorial value nor exempts resi- 
dent businesses from tax on value with- 
in the state, it is a fair formula, satisfies 
due process and cannot unreasonably 
burden interstate commerce. If, on the 
other hand, the value sought to be 
taxed against nonresident businesses 
may not reasonably be considered as 
within the territorial limits of the state 
proportionate to the apportioning 
fraction or fractions, then the tax 
would be upon or measured by extra- 
territorial value and as such violate 
due process and would often be a 
restraint on the shipment of goods 
interstate. 


T IS NOW PROPOSED to dis- 
the doctrine of extraterri- 
torial value more fully and especially 
in its relation to a sales factor in 
which sales are allocated to destina- 
tion and the “exploitation of the 
market” theory supposedly justifying 
it. It is then proposed to suggest a 
Congressional approach, under both 
the commerce and due process clauses 
to the over-all problems of sales and 
use taxes and the apportionment 
among states of capital stock, net 
worth, net income and other like 
value. 


cuss 


A review of some of the cases in 
which this standard has been iterated 
and reiterated will be helpful. 

As already noted in Wallace v. 
Hines, a unanimous Court, speaking 
through Mr. Justice Holmes, said as 
early as 1919 in respect to apportion- 
ment formulas: 


“The only reason for allowing a 
State to look beyond its borders when 
it taxes the property of foreign cor- 
porations is that it may get the true 
value of the things within it, when 
they are part of an ‘organic system 
of wide extent, that gives them a 


value above what they otherwise 


would possess. The purpose is not to 





* Cited at footnote 12. 
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expose the heel of the system to a 
mortal dart—not, in other words, to 
open to taxation what is not within 
the State.” 


Here in a few simple words the 
great Justice erected a “firm peak of 
decision” of Paul Bunyan stature 
towering high above the “quagmire” 
of “tangled underbrush of past cases” 
through which the Court in North- 
western States and Stockham Valves 
sighted a few lesser peaks rising from 
another range—interstate commerce. 
This towering “peak of decision” in 
Wallace v. Hines is, or at least should 
be, a basic point of beginning in any 
case requiring the application of the due 
process clause to state taxation. If a 
state is obliged, as it often is, of 
course, to look beyond its own bor- 
ders in order to get the true value of 
that which is within it, it is entirely 
right that it should be permitted to 
do so but only for that purpose. It may 
not, Justice Holmes says, look beyond 
its own borders in order to open to 
taxation what is not within the’ state. 
To do so, he says, would expose the 
“system,” that is, the “unitary busi- 
ness,” to a mortal dart. 


In the light of current state tax 
practices and the interpretation gen- 
erally placed upon judicial decisions, 
the heels of nonresident businesses now 
stand exposed to the very mortal dart 
which Justice Holmes and the other 
Justices for whom he spoke so clearly 
foresaw. The term “mortal” was not 
used loosely. If states are permitted 
to look beyond their own borders in 
order to open to taxation what is not 
within the state, the literal death of 
many nonresident businesses, especially 
expanding small businesses, is inevi- 
table. The recent hearings before the 
Select Committee of the Senate on 
Small Business made this clear, and 
any thoughtful person will agree. 

In Underwood Typewriter Company 
v. Chamberlain*® the Court in 1920 
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reiterated this standard asserted so 
clearly in Wallace v. Hines, as follows: 


“Tt [the legislature] therefore adop- 
ted a method of apportionment which 
for all that appears in the record, 
reached, and was meant to reach, 
only the profits earned within the state.” 
(Italics supplied.) 


In Bass, Ratcliff & Gretton v. State 
Tax Commission™ the Court cited 
Underwood Typewriter as controlling 
and quoted extensively from the opin- 
ion including the sentence above 
quoted. It also cited with approval 
Wallace v. Himes, saying: 

“In Wallace v. Hines, 253 U. S. 66, 
69, 64 L. ed. 782, 40 Sup. Ct. Rep. 
435, it was recognized that a state, 
in imposing an excise tax upon for- 
eign corporations in respect to doing 
business within the state, may look 
to the property of such corporations 
beyond its borders to ‘get the true 
value of things within it, when they 
are part of an organic system of wide 
.extent,’ giving the local property a 
value above that which it would 
otherwise possess, and may therefore 
take into account property situated 
elsewhere when it ‘can be seen in 
some plain and fairly intelligible way 
that it adds to the value of the prop- 
erty and the rights exercised in the 
state.’ This is directly applicable to the 
carrying on of a unitary business of 
manufacture and sale partly within and 
partly without the state.” (Italics sup- 
plied.) 

The Court did not quote but cer- 
tainly did not overlook or disapprove 
of the very next sentence in the opin- 
ion in Wallace v. Hines: “The purpose 
[of looking beyond the borders to 
get the value within] is not to expose 
the heel of the system to a mortal 
dart—not, in other words, to open to 
taxation what is not within the state.” 

* 266 U. S. 271, 69 L. Ed. 282 (1924). 

*1 strc {[ 246, 268 U. S. 203, 45 S. Ct. 477, 
69 L. Ed. 916 (1925). 
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This is, of course, also applicable to 
any “unitary business.” 

In Alpha Portland Cement Company 
v. Massachusetts ** the Court in 1925 
said in respect to an apportionment 
formula and an excise tax measured 
by net income and corporate excess: 


“It must be regarded now as set- 
tled that a state may not... tax 
property beyond her borders... . 
The 14th Amendment does not per- 
mit taxation of property beyond the 
state’s jurisdiction . . 


“The local business of a foreign 
corporation may support an excise 
measured in any reasonable way if 
neither interstate commerce nor prop- 
erty beyond the state is taxed.” 


In Hans Rees and Sons v. 
Carolina?®? the Court in 1931 
reiterated the rule as follows: 


North 
again 


“When, as in this case, there are 
different taxing jurisdictions, each 
competent to lay a tax with respect to 
what lies within, and is done within its 
borders, and the question is necessarily 
one of apportionment, evidence may 
always be received which tends to 
show that a state has applied a 
method which, albeit fair on its face, 
operates so as to reach profits which are 
in no sense attributable to transactions 
within its jurisdiction.” (Italics sup- 
plied.) 

In A & P Tea Company v. Grosjean *° 
the state had looked at the number of 
retail stores beyond its borders in 
order to determine the true value of 
the stores within the state. The 
Court upheld it but cautioned: 


“The state may not tax real prop- 
erty or tangible personal property 
lying outside her border; nor may she 
lay an excise or privilege tax upon the 
exercise or enjoyment of a right or 





* 1 stc J 283, 283 U. S. 123, 51 S. Ct. 385, 
75 L. Ed. 879 (1931). 

waa. U. S. 452528: Gt: 772, 8 1. 
1193, 112 A. L. R. 293 (1937). 


Ed. 
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privilege in another state derived from 
the laws of that state and therein exer- 
cised and enjoyed.” (Italics supplied.) 


The Grosjean case is a perfect ex- 
ample of Justice Holmes’ observation 
in Wallace v. Hines: that a state may 
look beyond its own borders in order 
to get the true value of things within 
it but not otherwise and that the 
necessity for determining by a for- 
mula the relative value of the portion 
of a “unitary business” which is 
within the state does not “open to 
taxation what is not within the state.” 


In the famous Butler Brothers v. 
McColgan** case, the Court in 1942 
said with respect to apportionment of 
value represented by net income: 

“One who attacks a formula of ap- 
portionment carries a distinct burden 
of showing by ‘clear and cogent evi- 
dence’ that it results in extraterritorial 
values being taxed.” (Italics supplied.) 

And the Court added that in the 
Hans Rees case this burden of show- 
ing extraterritorial value had been 
maintained on a showing that the 
income attributed to the taxing state 
was “out of all appropriate propor- 
tion to business transacted” by the 
taxpayer in that state. 

In the recent cases of Northwestern 
States Portland Cement and Stockham 
Valves, the issue of reasonableness of 
the apportionment formula had been 
deliberately avoided by the taxpayers, 
but the Court was careful to point 
out: “The taxes here, like that in West 
Publishing Co. v. McColgan, 
are based only upon the net profits 
earned in the taxing state.” (Italics 
supplied. ) 


The Court also said, after a review 
of many cases: 

“These cases stand for the doctrine 
that the entire net income of a cor- 
poration generated by interstate as 


well as intrastate activities may be 





” Cit ite ed at footnote 12 2. 
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fairly apportioned among the states 
for tax purposes by formulas utilizing 
in-state aspects of interstate com- 
merce.” (Italics supplied.) 


This means (unless it is just some 
more “tangled underbrush’) ‘that an 
apportionment formula to be fair and 
reasonable may use as a measuring 
rod in-state activities of the shipper 
even though they relate to interstate 
commerce, It does not mean, how- 
ever, that the formula may utilize 
interstate commerce itself or out-of- 
state activities of the shipper, that- is, 
the shipment into the state on orders 
of the purchasers, as a measure of 
value within the state, or as a means 
of opening to taxation what is not 
within the state. The sales price of 
goods shipped into a state by direc- 
tion of the purchaser stated as a per- 
centage of total sales does not seem 
to represent “in-state aspects of inter- 
state commerce” nor to constitute a 
measure of the productivity of any 
“in-state aspects” of that commerce. 


It may be said that the Supreme 
Court has been giving mere lip service 
to the concept of extraterritorial value. 
Despite an apparent blindness to evi- 
dence of extraterritorial value, how- 
ever, the Court from a purely technical 
standpoint, in view of the way it reports 
the issues to have been presented, has 
left itself a clear field in all of the 
cases for determining whether in any 
particular case extraterritorial value 
is taxed in violation of due process 
by allocating sales to destination or 
by any other apportionment formula. 


The basic test of unreasonableness of 
an apportionment formula under the due 
process clause is clearly this concept of 
“extraterritorial value” and correspond- 
ing exemptions of within state value. 
This should never be lost sight of. In- 
deed, there can hardly be any other 
logical test consistent with this fed- 
eral system of ours. Let each state 
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as to nonresident businesses tax what 
value may reasonably be considered 
as within its own borders and let the 
Fourteenth Amendment be the basic 
arbiter of disputes. The commerce 
clause, by backstopping due process, 
will then largely, if not entirely, take 
care of itself; the possibility of the 
taxation of the same value by two or 
more states will be avoided; unrea- 
sonable taxation without representa- 
tion will not plague nonresidents ; and 
states will be deprived of an incentive 
to exemption of residents from tax on 
value within the state. 


It is against this background that it 
is proposed to examine the constitu- 
tional and economic aspects of an ap- 
portionment formula in which in a 
sales factor sales are allocated to 
destination. 


Now, if we center our attention on 
due process and the taxation of extra- 
territorial value, it seems perfectly 
obvious that net income of nonresi- 
dent businesses having no property or 


activity whatever in a state is not earned 
nor is capital stock, net worth or other 
like value of such nonresidents present 
within the territorial limits of the state 
proportionate to shipments into the 


state. This is universally acknowl- 
edged to be true, at least for the time 
being, both in fact and law; were it 
otherwise, shipments into the state 
would form their own jurisdictional 
“nexus.” 


For example, assume that corpora- 
tion A with home office in state X has 
its only manufacturing plant in that 
state and, pursuant to contract made 
there with corporation B, ships all of 
its manufactured product to corpora- 
tion B’s plant in state Y. Corporation 
A has no connection with state Y 
except the shipment of goods to cor- 
poration B’s plant in that state. It 
is universally acknowledged, for the 
time being at least, that no part of 
corporation A’s net income could be 
considered as being earned and no 
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part of its capital stock or net worth 
value could be considered as being 
present in state Y for purposes of 
taxation. State Y could not tax cor- 
poration A for the simple reason that 
there would be no property, activity 
or other. value in state Y upon which 
a tax could be laid or by which a tax 
could be measured. Mere shipments 
into a state by nonresidents at the direc- 
tion of purchasers obviously do not form 
their own jurisdictional “nexus” for 
taxation nor measure or tend to measure 
taxable value within the state whether 
that value be capital stock, net worth or 
net income. 


But it seems just as obvious that 
this is true even when there is a 
“nexus” of local property or activity 
which itself produces value in the 
state which is otherwise measurable 
in an apportionment formula as, for 
example, by property and payroll 
factors. 


For example, assume that corpora- 
tion A in the illustration above decided, 
at the suggestion of corporation B, to 
maintain an employee at corporation 
B’s plant in state Y to assist in check- 
ing in the goods as received and in 
general to act as a liaison man be- 
tween the two corporations. Assume 
that corporation A maintains an office 
in state Y which this employee uses as 
his headquarters, consisting of a desk, 
a few chairs and a filing cabinet, and 
that the whole constitutes a sufficient 
jurisdictional “nexus” permitting state 
Y to impose a tax on a proportion of 
corporation A’s entire capital stock, 
net worth or net income value within 
the state. And suppose that state Y 
apportions one third on the ratio that 
the office equipment in state Y bears 
to total tangible property (say, 0.1 per 
cent) and another one third on the 
ratio that the salary of the single em- 
ployee in state Y bears to total pay- 
roll (say, 0.2 per cent) and attempts 
to apportion the remaining one third 
of entire net income, capital stock or 
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net worth value on the ratio of ship- 
ments into the state to total 
that is, 100 per cent. 


sales, 


Is it possible that the existence of 
the single employee with a desk, chair 
and filing cabinet constituting a “nexus’”’ 
in state Y “opens to taxation” 100 per 
cent of one third of entire capital 
stock, net worth or net income value 
of corporation A, no part of which 
was within state Y in the absence of 
this little “nexus”? Is 100 per cent 
of one third of entire capital stock, 
net worth or net income value within 
or without the territorial limits of state 
Y depending on the presence in or 
absence from state Y of the little 
“nexus”? These questions seem to 
answer themselves in the negative. 

But if perchance it be claimed that 
these questions should be answered 
in the affirmative, what constitutional 
provision would require state Y to 
use the three-factor formula or pre- 
vent state Y from using a single factor 
of sales allocated to destination, thus 


A upon 100 per 


taxing corporation 


cent of its entire capital stock, net 
worth or net income value merely be- 
cause it was foolish enough to try to 
facilitate the receipt of the goods into 


state Y and eliminate incipient con- 
troversies by maintaining the little 
“nexus” in that state? 

And in the meantime, what hap- 
pens to corporation A in state X where 
the goods were produced and sold? 
Well, if state X also used a three- 
factor formula and allocated sales to 
destination, it would have, prior to 
“nexus” in state Y, taxed corpora- 
tion A on 100 per cent of one third of 
taxable value by a tangible property 
factor and 100 per cent of another one 
third on the payroll factor. It would 
probably have taxed the remaining 
one third on the sales factor allocat- 
ing sales to point of origin during the 
time corporation A maintained no 
“nexus” in state Y. In other words, 
since it could not allocate sales to the 
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state of destination because corpora- 
tion A maintained no “nexus” in that 
state, it would tax 100 per cent of 
that one third, also. 


However, as soon as corporation A 
began maintaining the little nexus in 
state Y, state X would allocate sales 
to destination and thereby exempt 
from taxation in state X one third of 
the entire capital stock, net worth or 
net income value of corporation A. 
The effect would be that 100 per cent 
of one third of entire capital stock, 
net worth or net income value would 
be considered as being within the 
territorial limits of state X or state Y 
depending on the seemingly irrelevant 
circumstance that the corporation main- 
tained or did not maintain a nexus, 
however small, in state Y. As applied 
to income taxes, this is the literal 
effect of the Uniform Division of In- 
come for Tax Purposes Act proposed 
by the Commissioners on Uniform 
State Laws. 

Now, if in such circumstances state 
X wants to exempt a substantial 
amount of taxable value merely be- 
cause of a little nexus in another state, 
corporation A may not be able to com- 
plain, but the illustration does demon- 
strate the ridiculous results of the 
“nexus” doctrine and allocating sales 
to destination, The illustration demon- 
strates that shipments into a state by 
nonresidents at the direction of and 
pursuant to contract with purchasers 
simply do not measure or tend to 
measure value within the state in the 
absence of a “nexus” or the relative 
productivity of any local property or 
activity which may form a “nexus.” 

Allocation of sales to destination as 
applied to nonresident shippers into 
the state exaggerates out of all rea- 
sonable relation to the truth the pro- 
ductivity of any property or economic 
activity in the state. It therefore 
taxes extraterritorial value. Of all 
the places to which sales have been 
allocated in an apportionment formula, 
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destination seems clearly to overesti- 
mate to the greatest extent the rela- 
tive productivity of any property and 
economic activity there may happen 
to be in a state. : 


Claimed Justification for Allocation 
of Sales to Destination 


Supporters of allocation of sales to 
destination in effect confess, it seems, 
that, of course, net income is not 
really earned and that, of course, 
capital stock value is not really present 
within the territorial limits of a state 
proportionate to shipments into the 
state. They avoid the conclusion by 
assuming that extraterritorial value is 
no longer the standard of unreason- 
ableness of an apportionment formula. 
They assume that due process no 
longer prohibits the taxation of extra- 
territorial value or of net income not 
earned within the state. They assume 
that the necessity for apportioning value 
between two or more states opens to 
taxation what is not within the state. 


The effect of what they say is that 
any taxpayer doing a “unitary busi- 
ness” is not entitled to the protection 
of the Fourteenth Amendment if it 


maintains a jurisdictional “nexus,” 


however small, in the state. 

There is perhaps some support for 
this view in the welter of confused 
thinking to be found in the decisions 
—the “tangled underbrush of past 
cases” referred to by the Court in the 
Stockham Valves decision. However, 
no workable substitute for the extra- 
territorial value standard has been 
pointed out; and in any event Con- 
gress, acting under the Fourteenth 
Amendment and the commerce clause, 
need not be bound by anything the 
Court has said on the subject. 


‘‘Benefit’’ or ‘‘Exploitation 
of Market’’ Theory of Taxation 


Supporters of the allocation of sales 
to destination seek to justify this 
abandonment of the extraterritorial 
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value standard by resort to the “benefit” 
or “exploitation of the market” theory 
of taxation. The state, it is said, 
furnishes a market which the foreign 
shipper exploits, and provides judicial 
and other governmental protection to 
the foreigner while he is so engaged 
in exploiting the local citizenry. For 
this privilege of exploiting the local 
citizenry the foreign shipper, it is 
said, should pay a tax on account of 
and proportionate to his shipments into 
the state even though this taxes extra- 
territorial value. 

The benefit theory is clearly false. 
States do not furnish a market for or 
confer any other benefit on foreign 
shippers into the state. They furnish 
a stable government for the benefit of 
their own residents and under which 
their own residents may live in tran- 
quility and acquire sufficient money 
or credit to satisfy their wants by pur- 
chasing goods and services from any 
available source under the jurisdic- 
tion of the United States. Indeed, one 
does not note in the preamble to any 
state constitution a recital to the effect 
that “We the people hereby form a 
government in order to insure a mar- 
ket for the goods of nonresidents 
poor things.” 


Except for the prohibitions in the 
commerce clause and the Fourteenth 
Amendment, no state would permit non- 
residents to ship any goods into the 
state except to the extent that such ship- 
ments were deemed to benefit the state 
and its residents. This is true among 
nations, was true as to states under 
the Articles of Confederation and un- 
doubtedly would be true as to states 
now in the absence of the Fourteenth 
Amendment and the commerce clause. 
Whatever benefit shippers into a state 
receive, they receive from the Federal 
Constitution and not. from the state. 
A state ought not to be able to impose 
a tax on or with respect to a privilege 
derived from and protected by the com- 
merce clause and the Fourteenth Amend- 
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ment. Compare what the Court said 
in the Grosjean case: 

< nor may [a state] lay an 
excise or privilege tax upon the exer- 
cise or enjoyment of a right or privi- 
lege in another state derived from the 
laws of that state and therein exer- 
cised and enjoyed.” 


Competition 


It is also said that home industry 
should not be required to compete 
with foreign shippers exploiting the 
local market without paying taxes 
proportionate to their shipments into 
the state. That, however, is exactly 
the competition which the commerce 
clause and the Fourteenth Amend- 
ment were designed to insure. That 
is exactly what “free trade among the 
states” means, 

Not only does the commerce clause 
insure free competition between non- 
resident and resident businesses for 
the local market, the inherent nature of 
the federal system tends to force states 
into competition with each other to pro- 


vide better and better governmental 
services to industry, both resident and 
nonresident, at the lowest possible tax 
cost in order to attract industry to them. 
States do not like this competition 
with other states in providing low- 


cost efficient government. They are 
continually in fear of the effect of 
additional taxes in driving home in- 
dustry from the state. They endeavor 
to reduce this competition with other 
states by taxing nonresidents on extra- 
territorial value and exempting home 
industry from tax on value within the 
state. They do this in the hope that 
home industry will stay in the state 
and perhaps suffer from inefficient 
government rather than become a 
nonresident subject to tax on extra- 
territorial value. Free competition for 
the state’s markets and free competi- 
tion between states in respect to govern- 
mental services is at the very heart of 
the federal system. The trend of state 
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taxation is toward the destruction of 


both. 


Income from Sources 
Within State 

Supporters of allocation of sales to 
destination really throw a fast curve, 
however, in the use of the phrase 
“income from sources within the state.” 
Here they really confuse the issue by 
confusing net income with gross in- 
come. Net income is, of course, not 
necessarily earned at the source of 
the gross. The place of the source of 
net income is necessarily the place where 
it is earned, not the place to which the 
goods were shipped or the place where 
the purchaser resides or where he got 
the money with which to pay their 
purchase price. The place of the source 
of the price or gross income is irrel- 
evant. The phrase “income from 
sources within the state” is used, of 
course, internationally where taxes on 
gross income “at the source” are valid, 
the Fourteenth Amendment being in- 
applicable, but as applied to state 
taxation it is clearly redundant and 
adds nothing whatever but confusion, 
and lots of it, to the phrase “earned 
within the state.” 


‘“Nexus"’ Doctrine 

The nexus doctrine seems somehow 
to be assumed by many to imply ap- 
proval of the allocation of sales to 
destination and consequently of the 
taxation of extraterritorial value, al- 
though it is not so expressed. The 
nexus doctrine, however, merely pro- 
hibits the taxation of value which due 
process might otherwise regard as within 
the state. It does not and must not be 
permitted to “open to taxation what is 
not within the state.” 


For example, it must be conceded 
that itinerant salesmen in a state (al- 
though not constituting a sufficient 
“nexus” under the recent act of Con- 
gress) could reasonably and without 
doing too much violence to due process 
be regarded as contributing to the 
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production of taxable value within the 
state proportionate, say, to the salaries 
paid them for services actually ren- 
dered in the state. Overriding con- 
siderations, however, mainly under the 
commerce clause preclude it. Taxing 
the proportion of net income, capital 
stock or other like value of foreign 
businesses represented and measured 
by such local activity would, the nexus 
doctrine and the recent act of Con- 
gress in effect assert, operate to im- 
pede the free flow of goods in interstate 
commerce. In other words, when a 
businessman sends a salesman into 
another state to acquaint residents of 
that state with the merits of his prod- 
uct, he may be willing to gamble the 
salesman’s salary and expenses that 
some profitable business will result, 
but he ordinarily would not be willing 
to commit himself in advance to the 
expensive job of making tax returns 
to that state and of paying a tax on a 
portion of his entire net income pro- 
portionate to the salesman’s salary 
whether or not the salesman’s trip 
proved profitable. 

Moreover, personal solicitation is a 
form of advertising. To impose a tax 
on a nonresident business merely be- 
cause of personal solicitation in the 
state would constitute an unfair and 
unwise discrimination against that 
form of advertising and in favor of 
other forms of advertising. Those 
businesses in which personal solicita- 
tion happens to be advantageous would 
be penalized. Free trade among the 
states would suffer by such singling 
out for tax of one form of advertising. 


However, given sufficient activity 
and property in the state to form a 
“nexus,” the state is free, the doctrine 
holds, to tax the value produced within 
the state by such local activity and 
measured by it even though its produc- 
tion involves interstate shipment of 


goods. But the presence in the state 
of a “nexus” which may consist of 
only one minor employee with a desk 
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and chair does not and must not be per- 
mitted to open to taxation value which 
would not be within the state in the 
absence of the nexus. There is nothing 
inconsistent with this in the Northwest- 
ern States-Stockham Valves decision. 


The object of any apportionment 
formula is to determine what value 
is, and is not reasonably to be re- 
garded as within the territorial limits 
of the state and there subject to tax. 
The object of the nexus doctrine is 
or should be to prevent the taxation 
of values of foreign businesses which 
otherwise might be considered to be 
within the state but to tax which 
would unduly impede the free flow of 
goods in interstate commerce. Neither 
the necessity for apportionment of value 
nor the nexus doctrine destroys the 
well-settled principle that due process 
prohibits a state from taxing nonresi- 
dent businesses on extraterritorial 
value either directly as a tax on prop- 
erty or indirectly as a measure of an 
excise on a privilege. Neither exposes 
the heel of foreign businesses to a 
mortal dart, as Justice Holmes expressed 
it. Neither opens for taxation what 
is not within the state. 

The amount of a tax on the extra- 
territorial value of nonresident busi- 
ness apportioned to a state by allocat- 
ing sales to destination would vary 
directly with the ratio of shipments into 
the state to total sales. Nonresident 
shippers into the state would there- 
fore be strongly influenced to keep 
the ratio to a minimum by reducing 
to a minimum, or foregoing entirely, 
the acceptance of orders requiring 
shipments into the state. The free 
flow of goods in interstate commerce 
would thus be directly impeded. 

It may be claimed that while allo- 
cation of sales to destination may 
impose a tax on interstate commerce, 
the fact is so covered up in a compli- 
cated mathematical formula that the 
nonresident taxpayer will not in prac- 
tice relate the tax directly to each 
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shipment into the state. In conse- 
quence it may be said that the tax is, 
as a practical matter, an indirect tax not 
in fact burdening interstate commerce. 
This is false. Any businessman worth 
his salt can figure the approximate 
cost in state taxes per dollar of ship- 
ments into the state based on an 
educated estimate of his current year’s 
ratio of net to gross income. On a 
three-factor formula he would simply 
multiply one third of his expected 
ratio of net to gross income by the 
state tax rate. He would thus arrive 
by simple multiplication at the rate 
of minimum tax on each dollar of 
shipment into the state. The amount 
of the anticipated tax even on that one 
third of net income might make the 
difference between accepting and de- 
clining orders requiring shipment into 
the state. Such a tax differs from a 
straight import duty only in the fact 
that it is payable after, instead of at 
the time of, the shipment into the state. 


In any event, as the Court so pro- 
foundly observed in the Alpha Port- 


land Cement case: 

“The introduction of an extremely 
complicated method for calculating 
the amount of the exaction does not 
change the nature of the tax, nor 
mitigate the burden.” 

In a seller’s market when demand 
exceeds supply, the taxation of net 
income, capital stock or net worth 
value measured by shipments into a 
state could be especially serious. When 
demand exceeds supply or when the tax 
on the nonresident seller, plus his ex- 
penses of keeping records and making 
tax returns, exceeds what he can pay 
and still make a profit, orders requiring 
shipment interstate simply will not be 
accepted. The wants, perhaps needs, 
of the would-be resident purchasers 
to that extent go unsatisfied, free trade 
among the states to that extent dies 
aborning and the fallacy of the “bene- 
fit’ theory of the taxation of non- 
residents on extraterritorial value is 
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clearly exposed as founded upon a 
false premise. 


Use Taxes 


It will be observed, of course, that 
there is no essential difference be- 
tween taxing nonresident sellers on a 
proportion of net income, capital stock 
or net worth value measured by sales 
requiring shipment into the state and a 
liability on the same nonresidents for 
the purchasers’ use tax measured by 
the same sales, except that in the latter 
case the amount of the use tax may, 
and in the former case the amount of 
the net income tax may not, as a prac- 
tical matter, be passed on to the 
purchasers. 


The fact, however, that the amount 
of the use tax may be passed on to the 
purchasers does not take care of the 
additional cost to the nonresident 
sellers in keeping records and making 
quarterly or perhaps monthly use tax 
returns. 

Even if the nonresident seller is 
given a right to deduct a percentage 
of the use tax as partial compensation 
to him for his trouble, the actual cost 
of making quarterly or monthly use 
tax returns often exceeds the total 
amount of the tax. The “collection 
fee’’ would cover actual expenses only 
as to those nonresident sellers who 
regularly ship a considerable volume 
of goods quarterly or monthly into 
the state. Innumerable businesses do 
not ship enough goods into a state 
during any one month or quarter to 
warrant the expense of determining 
and keeping evidence as to whether 
the goods were to be resold or used 
and, if the latter, of adding the tax to 
the price and making monthly or 
quarterly returns to the states into 
which the goods were shipped even 
though the offered “collection fee’ 
were liberal. 


Moreover, compensation for abridg- 
ment by states of rights and privileges 
conferred upon citizens of the United 
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States by the United States Consti- 
tution can never be adequate or satisfy 
the Fourteenth Amendment. 


All but 13 states now have sales 
taxes. Normally a sales tax paid in 
the state of the shipper either exempts 
the goods from use tax in the state 
of the purchaser or constitutes a credit 
against the tax. How simple it would 
be, therefore, to avoid all this stifling 
of interstate commerce and the taxa- 
tion of nonresidents in violation of 
due process if each state were to tax 
all retail sales made in the state, even 
though the purchaser directs shipment 
to him or another in another state. 
Except as to retail sales in the rela- 
tively few states having no sales tax 
and except for differences in rates, 
there would then be no need for a 
state to supplement its sales tax by 
a use tax. The residents of each state 
would then be free to buy wherever 
they pleased in the United States, as 
the commerce clause intended, with- 
out evading any sales tax, and free 
trade among the states would be freed 
from an incubus which is, in truth, 
burdening. Its burden will grow even 
bigger and heavier as time goes on. 
If retail sales requiring shipment out of 
state were not exempt from a sales tax, 
there would no longer be any substan- 
tial need for a compensating use tax. 
To the extent that there would remain 
any real need for a compensating use 
tax, Congress could stifle it, as it did 
with respect to cigarette taxes, by re- 
quiring nonresident shippers from 
states having no sales tax merely to 
report the shipments to the sales tax de- 
partment of the state of the purchaser.** 


Scope of Congressional Action 
Congress must come to the rescue 
not only of the politically ineffectual 
nonresident businesses which the courts 
have miserably failed to protect but 


also and even more importantly to the 
rescue of the public policy in respect 
to state taxes embodied in the Four- 
teenth Amendment and the commerce 
clause. The good health of the na- 
tional economy in the federal system 
requires no less. It seems clear that 
if Congress limits its study of the 
problem merely to the allocation of 
net income, it will be dealing with 
only a part of a much broader and 
deeper problem involving sales and 
use taxes and the allocation of capital 
stock, net worth or other like value as 
well as of net income value for pur- 
poses of state taxation. 


The power of Congress to deal with 
the entire subject of state taxation of 
nonresidents with respect to transac- 
tions occurring and property and other 
value situated beyond the states’ own 
borders lies primarily in the due proc- 
ess clause of the Fourteenth Amend- 
ment. Congressional power under the 
due process clause in respect to state 
taxes is much broader than under the 
commerce clause. Under the Four- 
teenth Amendment Congress may pro- 
hibit the imposition of any state tax 
which would “abridge the privileges 
or immunities of citizens of the United 
States” or “deprive any person of . . . 
property without due process of law” 
or “deny to any person within its juris- 
diction the equal protection of the. 
law.” Under the commerce clause it 
may only “regulate commerce 
among the several states.” 


Congres- 
sional action should be based primarily 
on the power of Congress under Sec- 
tion 5 of the Fourteenth Amendment 
“to enforce, by appropriate legislation, 
the provisions of this article.” 


Importance of Prompt Action 

The importance of prompt Congres- 
sional action with respect to all of 
these state tax problems cannot be 





215 USCA, Secs. 375-378, Consumer Mail 
Order Association v. McGrath, 94 F. Supp. 
705 (1950). 
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overestimated. States are rapidly per- 
fecting techniques of collecting these 
taxes against nonresident shippers. 
It is becoming more and more hazard- 
ous for a growing business to seek and 
accept orders from without its own 
state if shipment out of state is re- 
quired. When the first few orders 
are received from additional states, 
the nonresident businesses generally 
do not know whether sufficient orders 
will be received from such states to 
warrant setting up a tax and record- 
keeping department capable of mak- 
ing the necessary monthly or quarterly 
tax returns to all or even a few of the 
states from which such orders may 
be received. Moreover, many busi- 


nesses simply do not have the neces- 
sary capital or profit margin to permit it. 


The natural inclination of nonresi- 
dent businesses is, of course, to accept 
all incoming orders and take a chance 
on not getting caught with deficiencies 
and penalties which they cannot pay. 
Unquestionably small businesses all 
over the country have subjected them- 
selves to millions of dollars of potential 
use tax and income tax deficiencies. 
Many of these businesses would be 
bankrupt were the states to catch up 
with them. However, the states will, 
without question, develop techniques 
of catching up with these nonresident 
shippers into the states. 


States are being, and will continue 
to be, not only energetic and compe- 
tent but quite ruthless about it. The 
attachment of Miller Brothers’ truck 
by Maryland in the Miller Brothers 
case ** is an example. Salesmen inter- 
viewing potential customers in a state 
are already being harrassed. Threat- 
ening letters are being written. More 
and more states are adopting reciprocal 
laws permitting the collection of taxes 
by foreign states in the local courts. 
Jurisdiction for service of process in 
local courts is being greatly extended. 





* Cited at footnote 3. 
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It will not be long before states, as 
the most obvious and efficient way of 
collecting use taxes and net income 
taxes measured by shipments into the 
state, will require a license or, if a cor- 
poration, qualification, before permit- 
ting any nonresident business to ship 
goods into the state. Indeed, registra- 
tion is already required by many states 
with respect to use taxes and the last 
step in enforcement will no doubt be 
a bond to secure collection and pay- 
ment over of all use taxes and the 
payment of all net income taxes meas- 
ured by shipments into the state. 


Suggested Congressional Action 


Congress cannot straighten out the 
mess, Clear away the “tangled under- 
brush” of past judicial decisions, and 
put state taxation of nonresident busi- 
nesses back into harmony with the 
Fourteenth Amendment and the com- 
merce clause without firmly, establishing 
by federal statute the basic prin- 
ciple already established, but often 
ignored by the courts, that a state may 
not consistently with due process, either 
by an apportionment formula or other- 
wise, impose at least as to nonresident 
businesses a tax upon or measured by 
transactions occurring or by property 
or other value including net income 
value situated beyond its own borders. 

Such a federal statute should make 
it clear that with respect to the taxa- 
tion of nonresidents a state may look 
beyond its own borders only for the 
purpose of ascertaining the true value 
of things within the state and that 
neither an apportionment formula nor 
any jurisdictional “nexus” opens for 
taxation what is not within the state. 

Under such a federal statute the 
usefulness of a compensating use tax 
could be practically eliminated by 
affirmatively authorizing states, as a 
regulation of commerce and despite 
judicial decisions to the contrary, to 
impose a tax upon or measure a tax by 
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retail sales made within the state even 
though the sales contracts require 
shipment out of state. Under such a 
statute, also, the apportionment of net 
income, capital stock, net worth or 
other like value of nonresident busi- 
nesses on a sales factor in which sales 
are allocated to destination would be 
prohibited. Indeed, it probably should 
prohibit a sales factor entirely as not 
a proper measure of value at any par- 
ticular place. A two-factor formula 
of (1) payroll representing labor and 
(2) property used both tangible and 
intangible representing capital (the 
two components of “value”’) would 


seem to merit most serious study as a 
basic formula to use when separate ac- 
counting is not feasible. Supporters of 
the allocation of sales to destination have 
demonstrated the fallacy of allocating 
sales elsewhere, and destination falls of 
its own weight when examined closely. 


Specific rules also should be estab- 
lished with respect to other phases of 
apportionment formulas, particularly 
to what states payroll should be allo- 
cated, and the extremely important 
question of the allocation of the true 
value of net income, capital stock, net 
worth or other like value contributed 
by the home office and regional head- 
quarters or management offices, as 
well as the interrelated question of 
intangibles, including working capital 
and investment and subsidiary capital 


and gross income therefrom. Such a 
federal statute should also establish 
principles under which allocation form- 
ulas, commonly called “separate ac- 
counting,” should be used as a more 
efficient method of allocating net income. 


Conclusion 

In this article the author believes 
that he has scratched only the surface 
of state taxation of nonresident busi- 
nesses with respect to extraterritorial 
value and transactions. An exhaustive 
research into all state tax practices 
which may be destructive of the fed- 
eral system seems to be called for. 
Only Congress has the necessary means 
and objectivity to do a thorough job 
and the power to establish rules for 
determining what, if any, state taxa- 
tion of extraterritorial value or trans- 
attions is permissible under the United 
States Constitution. In any event, it 
is time that Congress and the courts 
put to intelligent use in the interpre- 
tation, application and enforcement of 
the due process and commerce clauses 
the battle cry of the colonists, “taxa- 
tion without representation.” We once 
had the fortitude, as a prelude to estab- 
lishing our federal system, to refuse 
to stand for such taxation. Surely we 
still have the fortitude intelligently 
to apply its principle to ourselves, so 
far as applicable, in order to preserve 
and improve that system. [The End] 


NEW YORK CITY SALES AND USE TAX REGULATION DISCRIMINATORY 


There is no valid basis for the classification established in the 
rules and regulations of the New York City sales and use tax 
whereby sales within the city limits are taxed to the extent 
of the cash consideration involved over and above the trade-in 
value of an article of the same kind accepted by the vendor 
with the intention of resale, while in a similar transaction 
outside the city the entire sales price is taxed at the same 
rate without any allowance for the trade-in value of the 
property delivered as part payment of the purchase price. 
The New York Supreme Court in Spatt v. City of New York 
held that the regulation discriminates in that it denies equal 
protection of the law to residents of the city who consum- 
mate such transactions outside the city limits. 
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Two books of interest to tax men are reviewed this 
month: Carl S. Shoup’s scholarly new book, Ricardo 
on Taxation; and The Federal Estate and Gift Taxes, 
the work of Richard B. Stephens and Thomas L. Marr. 


A Tax History 


Ricardo on Taxation. Carl S. Shoup. 
Columbia University Press, 2960 
Broadway, New York 27, New York. 
1960. 285 pages. $6. 

Every school child learns’ the 
tongue-in-cheek story of the Boston 
Tea Party, but few adults could tell 
you what made tea so distasteful to 
the colonists, other than the fact that 
it was taxed. The English trade in 
tea was a virtual monopoly by the 
East India Company from 1677 to 
1834. To lower the cost, dealers in tea 
adulterated it with sloe leaves, licorice 
leaves, used tea leaves and leaves of 
other trees. On top of these indigni- 
ties, the tax on the importation of tea 
was about 119 per cent, so it’s not 
much wonder that some courageous 
Bostonians dumped a cargo of the 
East India Company’s tea in the bay. 

This fact is gleaned from Carl S. 
Shoup’s new book, and lest we give 
you the impression that the book 
deals with such tax excesses, we tell 
you that David Ricardo was a British 
economist ranking with Adam Smith 
and John Stuart Mill, who did con- 
siderable work in casting a tax system 
for England. The author has delved 
into Ricardo’s Principles of Political 
Economy and Taxation and other re- 
lated papers to describe the Ricardian 
tax analysis as related to general eco- 
nomic system. Many of these prin- 
ciples were the forerunners of modern 
tax theory. 
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This is a very scholarly book, and 
Carl S. Shoup is the well-known tax 
authority and professor of economics 
at Columbia University. He is re- 
membered for his research studies on 
tax systems in Cuba, Japan and 
Venezuela. 


Guide to Estate Tax Law 

The Federal Estate and Gift Taxes. 
Richard B. Stephens and Thomas L. 
Marr. The Tax Club Press, Arizona 


Land Title Building, Tucson, Ari- 
zona, 1959. 426 pages. $9. 


This is not a how-to-do-it book. It 
aims rather at creating the kind of 
broad knowledge and understanding 
that guard against mistake caused by 
lack of awareness. If a_person’s 
wishes as expressed in his will are 
defeated by the unanticipated impact 
of taxes, little can be done except to 
censure those who advised the dece- 
dent. 

Tax law is primarily statutory law. 
Liability for estate or gift tax de- 
pends upon the meaning of the 
Internal Revenue Code provisions 
devoted to these taxes. Throughout 
this comprehensive analysis of estate 
taxation, the reader is referred to the 
appropriate section of the Internal 
Revenue Code. The book begins with 
an elementary explanation of the prin- 
ciples behind estate and gift taxation, 
then goes on to deal with estate tax 
credits, the gross estate, the taxable 
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estate and various other aspects nec- 
essary to an understanding of estate 
taxation. The second half of the book 
deals with the gift tax provisions, in- 
cluding determination of tax liability 
and gift transfers subject to tax. 


The authors, Professor Richard B. 
Stephens of the University of Florida 
Law School and Thomas L. Marr of 
the Florida bar, discuss each section, 
subsection and paragraph of the sub- 
stantive estate and gift tax provisions 
of the Code in statutory order. They 
state that “Tax problems present 
themselves in two principal ways. 
3efore-the-event planning . is the 
more important and more rewarding 


effort. ... But tax questions arise, 
and are bound to, in an after-the-event 
fashion as well. . A general un- 
derstanding of the estate and gift tax 
laws is equally necessary in such 
circumstances. 

“It is not suggested that a mere 
general understanding of the tax laws 
is ever sufficient. But any attempt 
to deal with a specific problem in de- 
tail . is a perilous and improper 
course to take without such general 
understanding.” 

This book is an invaluable means 
of gaining that general understand- 
ing of estate and gift taxation. 


SENATE FINANCE COMMITTEE LOOKS AT FOREIGN-SITUS TRUSTS 


—Continued from page 592 


tion from a foreign-situs trust to a 
United States beneficiary tax-free or 
virtually tax-free because the distribu- 
tion is not taken up in undistributed 
net income for purposes of the throw- 
back rule. 

For example, if a foreign-situs trust 
realized only capital gains from 
United States sources from 1953 to 
1959, and then in 1960 had no income 
or capital gains, it may be that the 
trust could then distribute the previously 
realized capital gains tax-free to the 
beneficiary without the amount being 
subject to the throwback rules because 
the capital gains are not includable in 
“distributable net income.” *° For this 
reason any distribution in a year subse- 
quent to realization would, to the extent 
it exceeds the distributable net income 
of that year and of the preceding five 
years, be in effect a distribution of the 
untaxed United States capital gain 
and would not be subject to the 


throwback rule. (Paradoxically, how- 
ever, this would not appear to be true 
of foreign-source capital gains since 
they are part of foreign-source gross 
income and are includable in distribut- 
able net income under Section 643 
(a)(6).) Even though the statutory 
language appears to justify such tax- 
free result, there is a question, how- 
ever, as to whether the Treasury 
Department would accept such result 
unless distribution of the capital gain 
were postponed for five years. 


Finance Committee Amendment 
Eliminates Throwback Exceptions 


The Senate Finance Committee has 
now proposed, as part of its “Trust 
and Partnership Income Tax Revision 
Act of 1960,” *° to broaden the defini- 
tion of distributable net income sub- 
ject to throwback rule application and 
to eliminate the exceptions to the 
throwback rule in the case of foreign- 





* Sec. 643(a)(3) and Reg. Sec. 1.665(6)-1 
(a), Example 1. As to the inclusion of 
capital gains in distributable net income, 
see Berger, “Taxation of Capital Gains 
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Realized by Trusts,” 12 Tar Law Review 
99 (1956). 
* See footnote 2. 





situs trusts, which would thus limit 
some of the significant potential tax 
benefits otherwise sought to be achieved 
through the creation or use of such 
trusts. 

This proposal appears to have orig- 
inated in the Senate Finance Com- 
mittee, although it would be interesting 
to know whether the Treasury De- 
partment or Joint Committee on In- 
ternal Revenue Taxation representatives 
had some interest or hand in shaping 
the proposal. Neither the House Ways 
and Means Committee nor the Sub- 
chapter K or J advisory groups under- 
took to make any proposals with re- 
spect to changes in the rules of taxation 
of foreign-situs trusts.?" 


It is significant that the approach 
of the Senate Finance Committee is 
not to eliminate the concept of a for- 
eign-situs trust; that, quite to the con- 
trary, its proposals constitute important 
recognition of the foreign trust by 
including a definition of what will be 
considered a foreign-situs trust; and 
that the committee does not propose 
to change the basis of taxation of 
such a trust from that of a nonresi- 
dent alien, or otherwise to reach out 
on an extraterritorial basis in some 
manner to tax such trusts. The pro- 
posal would therefore seem to be a 
recognition that foreign 
trusts should be treated as separate 
taxable entities apart from the 
grantor and the beneficiary to the 
same extent as is any domestic trust 
under the federal tax law, and as such 
be taxed only in accordance with the 


bona-fide 





rules and principles the federal tax 
law has long reflected regarding non- 
citizen, nonresident taxation. How- 
ever, the proposal seeks to put up 
some new hurdles to repatriation of 
the tax savings along with the other 
assets of the trust to the United States 
beneficiary on a completely tax-free 
basis. 

To accomplish this, the Senate 
Finance Committee would add a new 
sentence at the end of Section 665(b) 
and two new subsections, (f) and (g), 
to Section 665. 


The new subsection (f) would de- 
fine a “foreign trust.” This ‘is a 
“first,” since it will be the first time 
the Internal Revenue Code will con- 
tain in the general taxing provisions 
any definition of a  foreign-situs 
trust.** But one might question the 
extent to which this “first” will serve 
to clarify what does and what does 
not constitute a foreign-situs trust. 
The Senate Finance Committee would 
define “foreign trusts” as “trusts 
(created by citizens or residents of 
the United States) subject to tax 
under Section 871 (or which would 
be subject to tax under Section 871 if 
they had income from sources within 
the United States).”’ 


Thus, the definition merely tells us 
that if the trust is subject to tax only 
as a nonresident alien it is a foreign 


trust. This sheds very little light 
on the very question that the tax 
practitioner has been trying to deter- 
mine without the aid of this defini- 





* At the time of preparation of this ar- 
ticle, H. R. 9662 was on the Senate agenda 
for the special session in August. Since 
the bill has already passed the House, if it 
passes the Senate in its present form, it is 
probable that the House-Senate conference 
committee meeting will be the first time 
the House has an opportunity to consider 
the proposed provisions regarding foreign 
trusts. 

* Sec. 1493 does contain a definition for 
purposes of Chapter 5 as follows: 
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“A trust shall be considered a foreign 
trust within the meaning of this chapter if, 
assuming a subsequent sale by the trustee, 
outside the United States and for cash, of 
the property so transferred, the profit, if 
any, from such sale would not be included 
in the gross income of the trust under this 
subtitle.” See also Secs. 402(c) and 643 
(a)-(b) and 7456(b). 
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tion.”® The definition hardly aids in 
pinning down the various criteria 
that are applicable to making the 
determination, such as whether the 
existence of a foreign trustee is suffi- 
cient; whether or not the manner 
and place of execution of the instru- 
ment is relevant and, if so, how im- 
portant; whether the requirement 
that the trust be interpreted and gov- 
erned under the law of a foreign 
country would be determinative; or 
whether the existence of an invest- 
ment adviser to the trustee in the 
United States would or could cause 
a finding that the trust is not in real- 
ity a foreign trust. 

The proposed amendment in general 
would bring into the distributable net 
income concept, subject to the throw- 
back rule, United States-source cap- 
ital gains and, in addition, eliminate 
the applicability of the $2,000 limi- 
tation in Section 665(b) and the 
exceptions to the throwback rule spe- 
cified in Section 665(b) with respect 
to distributions, whether from income 
or principal, from a foreign trust to 
beneficiaries who are United States 
citizens or residents, to the extent 
the distributions could be attributed 
to and _ constituted from 
either foreign sources or net capital 
gains from the sale or exchange of 
capital assets not subject to United 
States tax under Section 871. 


income 


Thus, subsection (g) would specif- 
ically provide for purposes of Section 
665(a) that “capital gains which 
have not been subject to tax under 
Section 871 will be included in dis- 
tributable net income, without re- 
gard to their nature as income or 
corpus,” for the purpose of computing 
undistributed net income as defined 
in Section 665(a). Foreign-source in- 


come, whether capital gain or other 
income, is under present law already 
included in distributable net income 
under Section 643(a) (6). 


The Senate Finance Committee, of 
course, recognizes that by subsection 
(g) it is not intended to include cap- 
ital gains which may have been sub- 
ject to tax under the provisions of 
Section 871, but were not taxable by 
reason of allowable deductions or 
exemptions of the trust; thus, such 
capital gains would be regarded as 
having been subject to tax under 
Section 871 even though no tax was 
in fact paid. The simple effect, there- 
fore, is to catch up at the time of 
distribution on a throwback basis, the 
untaxed United States capital gains 
and foreign-source income over the 
preceding five-year period. 

The various exceptions under the 
present Section 665(b) would continue 
to apply with respect to distributions 
out of ordinary income from sources 
within the United States and net capi- 
tal gains which had been subject to 
tax under Section 871 or would have 
been except for allowable deductions 
and exemptions. Similarly, the other 
tax rules regarding distributions from 
trusts, such as the credit allowable 
for taxes paid by the trust in the event 
of application of the throwback rule, 
would continue to be applicable.*° 

Thus, the Senate Finance Committee 
approach to the subject is to simply 
apply the throwback principle without 
exceptions to the previously untaxed 
foreign-source income and net capital 
gains from the sale or exchange of 
United States securities. These rules, 
however, are applicable only in the 
case of trusts established by United 
States citizens for United States bene- 
ficiaries. The restriction on the throw- 





*See the definition 
quoted in footnote 28. 

* Also, the beneficiary would be entitled 
to a foreign tax credit for his share of for- 


under Sec. 1493 
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eign income taxes paid by the trust in 
cases where he receives a distribution tax- 


able to him under Code Secs. 661-668. 
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back rule exceptions would not appear 
to be applicable if the trust were estab- 
lished by a nonresident alien for a 
United States beneficiary. 


In the case of United States citizen 
or resident grantors and beneficiaries, 
however, how great a deterrent will 
this limited five-year throwback be to 
the use of bona-fide foreign trusts as 
tax planning vehicles? 


The question is more easily asked 
than answered. Limiting throwback 
application to a five-year period still 
permits the possibility of accumula- 
tion over a period of time longer than 
five years with substantial tax sav- 
ings possible at only the price of pay- 
ing taxes on the last five years of 
accumulation. Also, it will not be 
overlooked by those interested that 
even this impact can be lessened by 
viewing the five-year throwback rule 
as merely requiring a necessary 
“waiting” or “holding” period. In 
other words, the tax savings to be 
achieved must be achieved prior to 
the “waiting” or “holding” period, 
during which period the trust assets can 
be invested in tax-exempt United States 
municipal securities or in any non- 
dividend-paying stock, or in any other 
form of nonincome-producing prop- 
erty, during the last five years, whether 
located in or outside of the United 
States. 

To some it might appear that a fur- 
ther and, if possible, a much more 
startling possibility would be to de- 
posit the trust funds for this wait- 
ing or holding period in a United 
States bank and merely earn interest. 
This interest would be free of United 
States tax at the time earned by the 
foreign trust, as a result of the special 
exception under Section 871 therefor 
in the case of deposits by nonresident 
aliens. But while it is not completely 
clear, it would seem that nonetheless 
this interest is includable in distribut- 
able net income subject to the throw- 
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back rule, and would ultimately be 
taxed on distribution. If this were 
not true, however, there would be the 
anomaly of being able to earn United 
States-source interest income free of 
United States tax but not being able 
to earn foreign-source interest income 
without possible tax on distribution. 


Conclusion 

Similar to the way that a United 
States business uses a foreign cor- 
poration to accumulate foreign earn- 
ings tax-free (that is, free of any tax 
until these earnings are brought back 
to the United States), the only way in 
which an individual can accumulate for- 
eign earnings tax-free, other than in a 
foreign corporation, is by use of a 
foreign-situs trust for beneficiaries other 
than the grantor of the trust. The ad- 
vantage of a foreign-situs trust over a 
foreign corporation, in addition to 
avoiding treatment as a foreign per- 
sonal holding company, is_ that 
whereas in the case of a foreign cor- 
poration there could be only a defer- 
ment of tax and conversion of 
accumulated earnings into ultimate 
capital gain, in the case of a foreign- 
situs trust there can be not only a 
deferment, but actually a complete 
absence of taxation when the accumu- 
lated funds are ultimately received by 
the beneficiary under certain circum- 
Again this is true only so 
long as the Treasury Department 
does not change its present recogni- 
tion of foreign-situs trusts as trusts 
to be taxed under Sections 871-876. 


stances. 


It seems quite probable, however, 
that the recent popularization of for- 
eign-situs trusts as such family estate 
and tax planning vehicles has been 
the circumstance bringing foreign trusts 
under Congressional scrutiny. But the 
recommendations of Congress thus far 
have not significantly changed the ground 
rules of taxation with respect to for- 
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eign-situs accumulation trusts. If any- 
thing, it would seem that Congress 
clearly recognizes the foreign-situs 
trust as a bona-fide and separate tax- 
paying (or, as is more commonly 
the case, nontaxpaying) entity. It is 
important to note that the action 
of Congress carries no hint of a 
desire to tax bona-fide foreign-situs 
trusts completely as though they were 
domestic trusts simply on the ground 
that the grantor and the beneficiary 
are United States citizens or residents. 
Any new law, therefore, would seem 
likely to be limited to something akin 
to that which the Senate Finance Com- 
mittee has now recommended, or a 
variant of it. Such a limited approach 
is fully justified on the ground that 
the awkwardness resulting and the 
lesser tax benefits to be achieved through 
the creating of foreign-situs trusts, 


under such a rule, constitute a sufh- 
cient deterrent to a wholesale use of 
this tax planning vehicle merely as a 
tax-saving device outside the context 
of bona-fide and proper family estate 
and tax planning. 

In the circumstances, it would seem 
clear that the last of use of foreign- 
situs trusts has not yet been heard, 
though it will be recognized by any 
prudent tax practitioner that not only 
is the greatest care and precision 
required in the creation and adminis- 
tration of foreign-situs trusts as family 
tax planning vehicles, but because of 
the undeveloped answers to the many 
problems involved, obvious and latent, 
it cannot be said with such certainty 
as some might wish that the tax ad- 
vantages sought will in given situa- 
tion necessarily be fully realized. 


[The End] 


MEETINGS OF TAX MEN 


University of Chicago Law School 
Federal Tax Conference.—The Thir- 
teenth Annual Federal Tax Confer- 
ence of the University of Chicago 
Law School will be held October 
26-28, in Chicago. Here is the pre- 
liminary program: 

Charles W. Davis will be chairman 
of the Wednesday morning session. 
The welcoming address is to be given 
by James M. Sheldon, Jr., assistant 
to the chancellor, University of Chi- 
cago. Scheduled as the first speaker, 
Hart Spiegel will discuss “Problems 
of Tax Administration.” Mr. Spiegel 
is Chief Counsel of the Internal Rev- 
enue Service. “Changing Concepts of 
Tax Frauds and Techniques for Pro- 
tecting Taxpayers” will be discussed 
by Paul P. Lipton, of Milwaukee, 
member of the Wisconsin bar. 


On Wednesday. afternoon the ses- 
sion will be chairmaned by James D. 
Head. William A. Cromartie, of 


Foreign-Situs Trusts 


Hopkins, Sutter, Owen, Mulroy and 
Wentz, Chicago, will speak on “De- 
fining Taxable Entities: What is a 
Corporation, Trust, Partnership, Joint 
Venture, etc., for Tax Purposes”: 
Richard L. Greene, of Whyte, Hirsch- 
boeck, Minaham, Harding and Har- 
land, Milwaukee, will address the 
conference on “Pitfalls in Using Cor- 
porate or Stockholder Purchase 
Agreements”; and Adrian W. De 
Wind, of Paul, Weiss, Rifkind, Whar- 
ton and Garrison, New York, will 
speak on “Developments Concerning 
the Establishment and Operation of 
Tax Exempt Organizations.” 
Middleton Miller will preside at the 
Thursday morning session when the 
first speaker will be John R. Lind- 
quist, of McDermott, Will and Em- 
ery, Chicago. He will speak on 
“Contemporary Estate Planning for 
the Corporate Executive.” Following 
will be a panel discussion on “Deferred 
Compensation Arrangements, Fringe 
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3enefits, Life Insurance for Execu- 
tives, Pension Plans and Death Bene- 
fits.” Participants will be William C. 
Childs, of Hopkins, Sutter, Owen, 
Mulroy and Wentz, Chicago; James 
C. Daubenspeck, of Kirkland, Ellis, 
Hodson, Chaffetz and Masters, Chi- 
cago; Arthur I. Grossman, of D’An- 
cona, Pflaum, Wyatt and Riskind, 
Chicago; and Mr. Lindquist. 

Chairman of the Thursday after- 
noon session will be Michael J. Spor- 
rer. Subjects to be discussed, and the 
speakers, are “Depreciation and Re- 
lated Matters Under the Income 
Tax,” by James K. Polk, of Whitman, 
Ransom and Coulson, New York; 
“Current Guidelines for Handling the 
Reporting of Business Expenses and 
Reimbursements.” by Kenneth F. 
Sanden, of Price, Waterhouse and 
Company, Detroit; and “Problems 
Encountered in Correcting Mistakes 
and Changing Accounting Methods,” 
by Joseph E. Tansill, of Lybrand, 
Brothers and Montgomery, 
Chicago. 


Ross 


The Friday morning meeting, at 
which Frederick O. Dicus will be 
chairman, will hear two discussions: 
“The Legislative Program of the 
Treasury,” by David A. Lindsay, gen- 
eral counsel of the Treasury, Wash- 
ington, and “Tax Considerations in 
Divorce and Separation Agreements 
and Proceedings,” by Winfield T. 
Durbin, of MacLeish, Spray, Price 
and Underwood, Chicago. 

Final talks are scheduled for Fri- 
day afternoon. Walter J. Blum will 
be chairman. Tentatively scheduled 
are “The Amendments to Subchapter 
K—Taxation of Partners and Part- 
netships,” by Mark H. Johnson, of 
Rabkin and Johnson, New York; 
“The Amendments to Subchapter J— 
Taxation of Trusts and Estates,” by 
James P. Johnson, of Bell, Boyd, 
Marshall and Lloyd, Chicago; and 
“Subchapter J Changes,” a panel dis- 
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cussion by Austin Fleming, of The 
Northern Trust Company, Chicago; 
William K. Stevens of The First Na- 
tional Bank of Chicago; Mark H. 
Johnson; and James P. Johnson. | 
The specific scheduling 
dresses is subject to change. 


of ad- 


National Tax Association.—The 


National Tax Association will hold a 
five-day conference at the Statler- 
Hilton Hotel, in New York City. 
Scheduled dates are September 5-9. 


Idaho Tax Institute.—On Septem- 
ber 23-24 the Idaho Society of CPA’s, 
the Idaho State Bar Association and 
Idaho State College will jointly spon- 
sor the Second Annual Idaho State 
Tax Institute. It will be held on the 
Idaho State College campus at Cald- 
well, Idaho. Featured speaker will be 
Jay W. Glasmann, Assistant to the 
Secretary of the Treasury for Tax 
Legislation. Other speakers and their 
subjects are James Pitt, CPA, Minne- 
apolis, Minnesota, “Travel and Enter- 
tainment Expenses”; Marcel Learned, 
CPA, Boise, Idaho, “Corporate Liqui- 
dations”; Tim Robertson, attorney, 
Twin Falls, Idaho, “Current Develop- 
ment in Respect to Estate and Gift 
Taxes”; Sanford M. Stoddard, CPA, 
Salt Lake City, Utah, “Pension Plans 
and Profit-Sharing Trusts”; and 
Jerome Kesselman, professor of ac- 
counting at the University of Denver, 
“Current Problems in Taxation.” 


Tennessee Tax Institute. — The 
Eleventh Annual Tennessee Institute 
on Federal Taxation will be held at 
the Peabody Hotel in Memphis, Ten- 
nessee, September 8 and 9, 1960. This 
conference is sponsored by the Bar 
Association of Tennessee, the Tennes- 
see Society of Certified Public Account- 
ants and the University of Tennessee. 
Further information can be obtained 
from Roy F. Center, Jr., Director of 
Conferences and Institutes, University 
of Tennessee, Knoxville, Tennessee. 
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Northwest Tax Institute. — The 
1960 Northwest Tax Institute, which 
will take place October 6-8 at Gear- 
hart-by-the-Sea, Oregon, is successor 
—on an enlarged basis—of two pre- 
vious Oregon Tax Institutes. Spon- 
sors are the Oregon Society of Certified 
Public Accountants; the Washington 
Society of Certified Public Account- 
ants; the University of Oregon School 
of Business Administration; and the 
University of Washington College of 
Jusiness Administration. 

Speakers include David B. Chase, 
New York City; John F. Bernauer, 
Chicago; Burton M. Smith, Portland, 
Oregon; Charles R. Lees, Los An- 
geles; Clair M. Mortensen, Salt Lake 
City; Henry S. Hayum, Seattle; Ros- 
coe L. Egger, Washington, D. C.; 
and H. Myron Gleason and Harry J. 
Kane, both of Portland. Government 
representatives participating as con- 
ference speakers are Hart Spiegel, 
Chief Counsel, Internal Revenue Ser- 
vice, Washington, D. C., and Morten 
L. Lauridsen, valuation § engineer, 
Internal Revenue Service, Portland. 


Cleveland Regional Tax Institute. 
—The Third Annual Cleveland Re- 
gional Tax Institute—sponsored by 
the Cleveland Bar Association, with 
the cooperation of Western Reserve 
University and The Cleveland Bar 
Foundation—will be held at the Stat- 
ler-Hilton Hotel, Cleveland, Ohio, 
October 20-22. Thirty experienced tax 
specialists will speak. 

Registration forms can be obtained 
from the Cleveland Bar Association, 
Manger Hotel, Cleveland 14, Ohio. A 
fee of $21 will cover all meetings, or 
registrants can attend for one or more 
days at $8 per day. 

The following general subjects will 
be covered: “Recent Tax Develor- 
ments in Legislation, Cases, Regula- 
tions”; “Tax Savings in Trust and 
Probate Practice”; “Incorporation 


Techniques: Planning Today for Tax 
Advantages Tomorrow” ; “Tax Clinic 
on Capital Gains”; and “Taxation 
with Over-Representation.”’ 


University of Texas School of Law. 
-—Plans have been completed by the 
University of Texas School of Law 
for its eighth annual tax conference, 
October 27-29. Sessions will be held 
in Townes Hall in Austin. 

Attorneys, accountants, insurance 
men and trust officers will participate 
in the study of current tax hazards. 
Prominent among the speakers will 
be A. James Casner, of Harvard Uni- 
versity Law School, and David Rich- 
mond, partner in the Washington, 
D. C. law firm of Miller and Chevalier. 
The entire morning session on Octo- 
ber 28 has been set aside for Profes- 
sor Casner’s presentation — “Tax 
Hazards in Income Taxation of 
Trusts and Estates.” 

Conference registrations may be 
made with the University of Texas 
Law School Foundation, 2500 Red 
River, Austin 5, Texas, at $35 each 
or at $7 per single session. J. Chrys 
Dougherty, Austin attorney, is chair- 
man of the planning committee. 


New York University Institute on 
Federal Taxation.—According to its 
advance program, the New York Uni- 
versity Nineteenth Annual Institute 
on Federal Taxation will be held No- 
vember 9-17 at the Hotel Biltmore, in 
New York City. Fees are as follows: 
$195 for ful’ registration, $30 for 
single admissions. 


Henry Sellin, executive director of 
the institute, urges prompt reserva- 
tions, since last year’s registration 
and this year’s inquiries indicate the 
possibility of early closing of reserva- 


tions. Inquiries may be directed to 
Mr. Sellin at the Division of General 
Education, New York University, 1 
Washington Square North, New York 
3, New York. 
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